
AMORTIZATION OF GOODWILL- § 197 [~12.450]

i--
I

-

-

.... .01 .-\dded b~ PL 103-66

Committee Reports on P,L 103-66 (Omnibus
Budget Reconciliation Act of 1993)

.70 Amortization of goodwill.-The hili allows dn
:lmortizatlon deductlon with respect ~o the eapltdliled
costs oi certdlO intangible properly (deuned as a . ,eet ,on
197 intangible') that IS acquired by a taxpayer and 11at
IS held by the taxpayer In connection with the conduC' 01
d trade or buslOess or an activity engalled In :or 'he
proDUCtiOn !)i Income The amount oi the deduc[lOn I'

determined b\' dmortlzmg the adjusted baSIS I tor ~,ur

poses ot determlnlr111 gam) ot the Intangible ratablv O\'er
a 14-year perIOd that bel!'ins with the month that the
intangible IS acquired I~h ~o other depreCiatlon or amor·
tll.ation deductlon IS allowed With respect to a seCllOn
197 intangible that IS acqUIred by a taxpayer

In general. the bill applies to a section 197 intanil;'lble
acqUired by a taxpa~'er regardless of whether .t IS ac
qLl1red as part ot a trade or business. In additIOn. the bill
generally applies to a section 197 intangible that ,s
treated as acqUired under sectIOn 338 oi the Code The
bill generally does not apply to a section 197 intanl!'ible
that IS created by the taxpayer If the Intangible IS not
created In connection with a transactIOn lor series of
related transactIOns) that Involves the acquisitlon of a
.rade or business or a substantial portion thereof

Except in the case of amounts paid or incurred under
certain CO\'enants not 10 compete (or under certain other
arrangements that have substantiallv the same effect as
C!)\'enants not 10 compete I and certilm amounts paid or
lllcurred on account of the transier of a franchise. trade
mark. or trade name. the bill generally does not apply to
any amount that is otherwise currently deductible \ I e..
not capitalized) under present law -

~o inierence IS intended as to whether a depreCiation
or amortization deduction is allowed under present law
with respect to any intangible property that IS either
included in. or excluded from. the definition of a sectIOn
1. 97 intangible. In addition. no inierence is intended as to
whether an asset IS to be considered tangIble or Intangi
hie property for any other purpose of the Internal Reve
nue Code.

DefinJlJon of section 197 incangJbJe.-

[n generaJ.-The term "section 197 intangible" is
defined as any property that is included itl anyone or
more of the following categories: \ 1) goodwill and going
concern value; (2) certain specified types of mtanglble
property that generally relate to workforce. information
base. know-how. customers, suppliers. or other SImilar
items; (3) any license, permit. or other right granted by a
governmental unit or an agency or Instrumentality
thereof; \~) any covenant not to compete lor other ar·
ran,ement to the extent that the arrangement has sub
stantially the same effect as a covenant not to compete)
entered into in connection with the direct or mdirect
acquisition of an mterest in a trade or busmess lor a
substantial portion thereof); and IS) any franchise,
trademark. or trade name.

Certam types of property. however. are speCifically
e.lcluded from the definition of the term "sectIon 197
Intangible." The term "section 197 intangible" does not
Include (1) any interest in a corporatIOn, partnership,
trust. or estate. (2) any interest under an existing futures
contract. foreign currency contract, notional principal
contract. interest rate swap, or other similar financial
contract; 13) any Interest in land; 14) certam computer

121, In the case of a short taxable vear. the amortiza·
tion dedUCtion is to be based on the n'umber oi months in
such tHable year.
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,oft ware. '5, certain Interest' in tJim,. ,ound :ll'Jr<:'r.~'

"Ideo tapes. books. or other 'ImJiar iJrlJiJCrl\ '\" !nl~.n

rights to recel\e tanil;'lble iJroiJert\ ur ,er\\t' ,;' 'l:'~.n

Interests In patents ur cup\·rJ~hb. 181.10\ .nlcrl't ~r,':e,

an e.tlstlng lease oi tan~lble [Jropert\. ,I), .10\ :r.ll'r,·'t
under an eXlstinll indebtedness I except iur ;he ,it~.O)'i[

base and Similar aems oi J tinJnclal lnSlIl~tlun' ,I' " .1

tranchlse to engage in any protesStonai ,purt Jne! .l~\

Item lcquired in connection With such ~ franch:-e .nll
IIII certain transactlon CO,tl

In additIOn. the Treasurv Department ,s .luthurlled Iv

Issue regulatlOnS that exclude certatn nght, ')1 :'\ed
duration or amount trom the deiinilion ut ..I 'eL'llOn 19i
Intangible

Goodwill and gomg concern IJIue -Fur puqJ(h!-" 1)1

the bill. goodwdl IS the value oi a ;rade ur bU>lne" :hat
IS attnbutable to the e.tpectancy ui cunl~nued ':U,lumer
patronage. whether due (0 the rtame oi a trade ur h~>l

ness. the reputation oi d trade or bUSlOt'" ..Jr .lnl ulna
~~. -

In additIOn, for purposes oi the bill. ~UIOi( cunce,n
value is the additIOnal element oi value oJt .1- tralle ur
buslOess that attaches to property by rea,on ut ll, exl,
tence as an integral part oi a going concern GOlnil
concern value IOcludes the value that is attnbutable to
the ability of a trade or business to continue to iuncuon
and generate IOcome Without interruptlon nOl\nthstand·
ing a change in ownership. Going concern \'alue also
IOcludes the \'alue that is attnbutable to the use or
avaIlability of an acquired trade or bUSiness I ior e.tam
pie. the net earnmgs that otherwise ~ould not be re
cerved dunng any period were the acquired trade or
busmess not available or operatlonal!.

Workforce. informatIOn base, knol4-hoK< '(uswmer
based Intangibles. supplier.based ImangIbies and urher
Similar icems.-

Workforce.-The term "sectlon 197 :ntan~ible' In·
eludes workforce m place (whIch IS sometlmes referred to
as agency force or assembled workforce). the compOSltlun
of a workforce tfor example, the experience. educatlon. or
traming of a workforce). the terms and condlt!lJns ui
employment whether contractual or otherWise. and an\'
other value placed on employees or any oi their altrlb
utes. Thus, for example, the portion Iii any) of the
purchase price of an acquired trade or business thal IS

attnbutable to the existence oi a hIghly-skilled workiorce
is to be amortized over the 14·year period speCliled 10

the bill. As a further example. the cost oi acqulflnil; an
existlng employment contract \.or contractS! or a rela
tionship with employees or consultants i including but
not limited to any "key employee" contract ur relation
ship) as part of the acquisition of a trade or bUSIness is [()
be amortized over the l~·year period specliied in the bill

Information base.-The term "secllon 197 IOlanlllble
includes business books and records. operating ,\'t'ems.
and any other information base IOcluding lists vt' ulher
Information with respect to current or prospectl\e la,
tomers t regardless of the method of recordinll; such Inior
mation). Thus, for example. the portion IIi anv I oi the
purchase price of an acquired trade or bUSIness that .'
attributable to the Intangible \'alue oi technIcal manu
als, training manuals or programs, data ides. .lnd .1(

counting or inventory control systems IS to be amortized
over the 14-year period specified In the bill. .\s a turther
eumple, the cost of acquiring customer lIsts. ,ubscnp
tion lists. insurance expirations.'~7 patlent ur clIent ftie,.
or lists of newspaper. magazine. radio or tele\I'IUn .ld-

W Insurance e"plrations are records that are main
tained by Insurance agents with respect to In,ur.lnce
customers. These records generally include Iniorm.luun

Code §197(g) ~ 12,450
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\erusers IS :0 ')e amortized over the 14.year penoo
speCliJed In the bill

Know·how-The term section 197 intangible' in·
eludes anv patent, copYright. formula, process, deSign,
:Jattern. know·how. format. or other similar Item For
:hls purpose, the term'sectlon 197 intangIble' IS to
nclude package deSigns, computer software, and any

.nterest In a film, sound recording. \'Ideo tape, book. or
uther 'Imilar property. ncept as speCIfically provided
11l:cer\\ISe trI the bill I.?~

Cu,wmc,'-ba,ed In£anglbles.-The term "sectlon 197
ntanilible' Includes any customer·based Intangible,

\lhlCh IS defined as the compositIOn of market. market
,hare. and Jnv other "alue resulting from the future
pro\'lSion 01' il;OooS or services pursuant to relationships
wah customers i contractual or otherwise) In the ordl'
narv course of bUSiness Thus, for example, the portIOn
llf anVl of the purchase prIce of an acquired trade or
bUSiness that IS attributable to the eXistence of customer
Dase, clrculatlon base, undeveloped market or market
growth, Insurance In force, mortgage servIcing contracts.
In\'estment manall;ement contracts, or other relatIOn·
ships wah customers that Involve the future provision of
lI;oOOS or sen·ices. IS to be amortized over the 14-year
perIod speCified In the bill On the other hand. the
portion Ilf any) of the purchase prIce of an acquired
trade or bUSiness that is attrIbutable to accounts receiva·
ble or other similar rights to income for those goods or
sen'ices that have been prOVided to customers prior to
the acqUISition of a trade or bUSiness IS not to be taken
IOta account under the bill. 129

In addition, the bill speCifically provides that the term
customer·based intangible" Includes the deposit base

and any similar asset of a finanCial institution. Thus. for
example, the portion (If any) of the purchase price of an
acquired finanCIal Institution that IS attributable to the
checking accounts. sa\'lngs accounts, escrow accounts
and other similar Items of the financial institution is to
be amortlzed over the B·year perIoo speClfied in the bill.

Supplier-based m£angibles.-The term "sectIOn 197
Intangible" Includes any supplier.based intangible,
which :s defined as the \'alue resulting from the future
acquisition of goOOs or services pursuant to relationships
(contractual or otherwise) in the-'ordinary course of busi·
ness With suppliers of goods or services to be used or sold
by the taxpayer. Thus. for example. the portion (if any)
of the purchase price of an acquired trade or business
that is attributable to the existence of a favorable rela·
tlonship With persons that provide distribution services
I for e.xamplfl. favorable shelf or display space at a retail
outlet 1, the existence of a favorable credit rating, or the
e,xlstence of favorable supply contracts, is to be amor·
t:zed over the 14.year period specified in the bill. 130

Other simiJ.r items.-The term "section 197 intangi·
ble" also includes any other Intangible property that IS
Similar to workforce, information base. know·how, cus
tomer·based intansibres. or supplier-based intangibles.

IFootnote Continued)

relating to the type of insurance. the amount of insur·
ance, and thoe explratlon date of the insurance.

12~ See below for a description of the exceptions for
certain patents. certain computer software, and certain
Interests in films, sound recordings. video tapes, books, or
other simtlar property.

129 As under present law, the portion of the purchase
price of an acquired trade or bUSIness that is attributable
to accounts receivable is to be allocated among such
recel\'ables a.nd is to be taken Into account as payment IS
received under each receIvable or at the time that a
receivable becomes worthless.

Licenses, permits. and other nghts granted 1)1' Ijol'ern
mental unIts.-The term "section 197 mtanll;lhle ..ll,o
mcludes any license, permit, or other right granted b\ ..l
governmental uOit or any agencv or Instrumental: t,
tnereoi (even if the nght IS gran'ted for an lOderlnlte
penoo or the right lS reasonably expected to be rene\led
tor an mdefinite penOOl. lJ1 Thus, for example, the capi
talized cost of acquiring from any person a liquor license.
a taxl·cab medallion lor license I. an airport landing or
takeoff rIght (which IS sometlmes referred to as a slot i. a
rell;ulated airline route, or a teleVISion or radIO broadcast
Ing license IS to be amortized over the 14-year perIOd
speCified in the bill. For purposes oi the bill. the ;,suance
or renewal of a license, permit. or other nght lI;ranted bv
a governmental UOit or an agency or Instrumentalltv
thereof IS to be considered an acquIsItion oi such license.
permit. or other right.

Co\'enants not to compete and other Similar arrange·
ments.-The term "section 197 intangible" aI,,, :nclude,
any covenant not to compete (or other arramz:ment to
the extent that the arrangement has substar.llally the
same effect as a covenant not to compete. :Jereaiter
"other similar arrangement") entered Into In connectlon
With the direct or indirect acquisitlon of an Interest In a
trade or business (or a substantIal portion thereof I For
this purpose, an interest In a trade or business Includes
not only the assets of a trade or business. but also stock
In a corporation that is engaged In a trade or business or
an Interest In a partnership that is engaged In a trade or
bUSiness.

Any amount that is paid or incurred under a covenant
not to compete (or other similar arrangement) entered
Into In connection with the direct or Indirect acquisition
of an Interest in a trade or business (or a substantial
portion thereof) is chargeable to capital account and is to
be amortized ratably over the 14-year penoo speCified In
the bill. In addition. any amount that IS paid or incurred
under a covenant not to compete (or other similar ar·
rangement) after the taxable year in whIch the covenant
(or other similar arrangement) was entered into IS to he
amortized ratably over the remaining months In the
14.year amortization period that applies to the covenant
lor other Similar arrangement) as of the begInning of the
month that the amount is paid or Incurred.

For purposes of this provision. an arrangement that
requires the former owner of an interest In a trade or
business to continue to perform services (or to prOVide
property or the use of property) that benefit the trade or
business is considered to have substantIally the same
eifect as a covenant not to compete to the extent that
the amount paid to the former owner under the arrange
ment exceeds the amount that represents reasonable
compensation for the services actually rendered lor for
the property or use of property actually provided) by the
former owner. As under present law, to the extent that
the amount paid or Incurred under a covenant not to
compete (or other similar arrangement) represents addi·
tlOnal consideration for the acquisition of stock In a
corporatIon, such amount is not to be taken Into account

130 See below, however, for a description of the excep·
tion for certain rights to receive tangible property or
services from another person.

131 A right granted by a governmental unit or an
asency or instrumentality thereof that constitutes an
interest in land or an interest under a lease of tangible
property is excluded from the definition of a seCtlon 197
Intangible. See below for a descnptlon of the exceptions
for Interests in land and for Interests under leases of
tangible property.

~ 12,450 Code §197(g) ~1993. Commerce Clearing House, Inc.
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under this provIsion but, Instead. IS to be Included as
pan of the acqulrer's baSIS In the stock

Franchises. trademarks. and trade names-The term
'seeuon 197 Intangible" also Includes any franchise.
trademark. or trade name. For this purpose, the term
'franchise" is defined. as under pre5ent law, to include
any agreement that provides one of the partles to the
agreement the right to distnbute, sell. or prOVide goods,
semces, or facilities, within a specified area 132 In addl
lion, as prOVided under present law, the renewa. of a
franchise. trademark. or trade name IS to be treated as
an "cquisllwn of such franchise, trademark. or . raae
name lJ3

The bill conttnues the present-law treatment of cer
tain contingent amounts that are paid or Incurred on
account of the transfer of a franchise, trademark, I)r
trade name. Under these rules, a deduction is allowed for
amounts that are contlngent on the productivity, use, or
disposition of a franchise. trademark, or trade name only
if (1) the contingent amounts are paid as part of a senes
of payments that are payable at least annually through
out the term of the transfer agreement. and (2) the
payments are substantially equal in amount or payable
under a fixed formula.13~ Any other amount. whether
fixed or contingent, that lS paid or incurred on account of
the transfer of a franchise, trademark, or trade name IS

chargeable to capital account and is to be amortized
ratably over the 14-year period specified in the bill

Exceptions to the definition of a section 191
Intanglble.-

In genera/.-The bill contains several exceptIOns to
the definition of the term "section 197 intangible." Sev
eral of the exceptions contained in the bill apply only if
the intangible property is not acquired in a transaction
(or series of related transactions) that involves the acqui
sltlon of assets which constitute a trade or business or a
substantial portion of a trade or business. It IS antlci
pated that the Treasury Department will exercise llS
regulatory authority to require any intangible property
that would otherwise be excluded from the definition of
the term "section 197 intangible" to be taken into ac
count under the bill under circums:.llnces where the
acquisition of the intangible property is. In and of llself.
the acquisition of an asset which constitutes a trade or
business or a substantlal portion of a trade or bUSiness.

The determination of whether acquired assets consti
tute a substantial portion of a trade or business is to be
based on all of the facts and circumstances, including the
nature and the amount of the assets acquired as well as
the 'nature and amount of the assets retained bv the
transferor. It is not intended. however, that the vaiue of
the assets acquired relative to the value of the assets
retained by the transferor is determinative of whether
the acquired assets constitute a substantial portion of a
trade or business.

For purposes of the bil1. a group of assets IS to consti
tute a trade or business if the use of such assets would
conatitute a trade or business for purposes of section
1060 of the Code (i.e., if the assets are of such a charac
ter that goodwill or going concern value could under any
circumstances attach to the assets). In addition, the

acquiSition of a franchise. trademark or trade name IS to
constltute the acquisition of a trade or buslne,s or a
substanttal portion oi a trade or bUSiness

In determining whether a taxpayer has acqUired an
intangible asset In a transactwn (or senes oi related
transactions) that involves the acquisition of assets that
constitute a trade or bUSIness or a substantial portion of
a trade or buslOess. only those assets acqUired In a
transactlon (or a series of related transactions) bv a
taxpayer (and persons related to the taxpayer> from -tne
same person (and any related person, are to be taken
Into account. In addition. any employee relationships
that continue i or covenants not to compete that are
entered IOtO) as part oi the transfer of assets are to be
taken Into account In determIning whether the trans
ferred assets constitute a trade or bUSiness or a ,ubstan
tlal portion of a trade or bUSiness.

Interests in a corpora cion. partnershIp, [(USC. or "'
cate.-The term "section 197 Intangible" does not in
clude any Interest In a corporation, partnership. trust. or
estate. Thus, for example. the bill does not apply to the
cost of acquinng stock, partnership interests. or Interests
in a trust or estate. whether or not such Interests are
regularly traded on an established market 13'

Interests under certain finanCial contracts.-The term
"sectIOn 197 intangible" does not include any Interest
under an existing futures contract. foreign currency con
tract, notional principal contract, IOterest rate swap, or
other similar financial contract, whether or not such
interest is regularly traded on an established market.
Any interest under a mortgage servicing contract. credit
card servicing contract or other contract to servIce 10

debtedness issued by another person, and any jnterest
under an assumption reinsurance contract I.lf> is not ex
cluded from the definition of the term "seCtIon 197
Intangible" by reason of the exception for Interests under
certain financial contracts.

Interests in land.-The term "section 197 intangible"
does not include any interest in land. Thus, the COSt of
acquiring an interest in land is to be taken into account
under present law rather than under the bill. For thiS
purpose. an interest in land includes a fee Interest. life
estate, remainder, easement, mineral rights, timber
rights, grazing rights. riparian rights, air rights, zoning
variances, and any other Similar nghts With respect to
land. An interest in land is not to include an aIrport
landing or takeoff right, a regulated airline route, or a
franchise to provide cable televiSion services.

The costs of acquiring licenses, permits, and other
rights relating to improvements to land, such as building
construction or use permits. are to be taken into account
In the same manner as the underlying improvement 10

accordance with present law.

Cercajn computer sofcware.-The term "section 197
Intangible" does not include computer software (whether
acquired as part of a trade or business or otherwise) that
(1) is readily available for purchase by the general pub
lic; (2) is subject to a nonexclusive license; and (3) has
not been substantial1y modified. In addition. the term
"section 197 intangible" does not include computer
software which is not acquired in a transaction (or a

.. L

1.12 Section 1253(b)( 1) of the Code.

m Only the costs Incurred in connection with the
renewal. however, are to be amortized over the 14.year
penod that begins with the month that the franchise,
trademark, or trade name is renewed_ Any costs Incurred
in connection with the issuance (or an earlier renewall of
a franchise, trademark. or trade name are to continue to
be taken into account over the remaining portlon of The
amortizatIOn period that began at the time of such
issuance (or earlier renewal).

944 CCH-8tandard Federal Tax Reports

13~ Section 1253(d)( 1) of the Code.

W A temporal interest in property. outright or In
trust, may not be used to convert a section 197 intangi
ble into property that is amortizable more rapidly than
ratably over the 14.year period specified 10 the bill

1.11'> See below for a description of the treatment of
assumption reinsurance contracts

Code §197(g) , 12,450
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series of related trJ.nsactions I that 1n\'OIH' the J.cqulsl
lion iJf assets which constitute a trade or nuslness or a
substantial portion of a trade or bUSiness,

For purposes of the bill. the term'cumputer software
IS defined as any program Il.e. any sequence of machlne
readable code) that is deslj~ned to cause a computer to
perform a desired function The term "computer
software" includes any InCldental and ancillary rights
WIth respect to computer software that (I) are necessary
to eHect the legal acquisItion of the title to, and the
uwnership of, the computer software. and (2) are used
only In connenion with the computer software, The term
"computer software" does not Include anv data base or
Similar Item lather than a data base or rtem that is In
the public domain and that IS Incidental to the
software) 1J7 regardless of the form In which It is main·
tained or stort~d,

[f a depreciation deduction IS allowed with respect to
any computer software that is not a section 197 intangi·
ble, the amount of the dedUCtion is to be determined bv
amortizing the adjusted baSIS of the computer software
ratably over J. 36-month period that begins with the
month that the computer software IS placed in serVice,
For thiS purpose. the cost of any computer software that
IS taken Into account as part oi the cost oi computer
hardware or other tangible property under present law is
to contlnue w be taken Into account In such manner
under the bill. In addition. the cost oi any computer
soitware that is currently deductible (I.e. not capItal
Ized I under present law is to continue to be taken into
account In such manner under the btl!.

CertaIn interests In films. sound recordings. VIdeo
tapes, books. or other SImilar property-The term "sec·
tlon 197 intangible" does not include any Interest lin·
cluding an interest as a licensee) In a film. sound
recording, \"Ideo tape, book. or other SimIlar property
Iinciuding the right ,0 broadcast or transmIt a Itve
,,\'enu If the interest IS not acqUired in a transactIOn lor
a series of related transactlons, that Involves the acquiSi·
tlon oi assets which constitute a trade or bUSiness or a
substantial portlon of a trade or bUSiness.

CertaIn nghts co recene lang/ble property or ser·
\ices,-The term "section 197 intangible" does not In·
clude any right to receive tangible property or sen'lCes
under a contract lor any right to receive tangible prop
erty or sen'lces granted by a governmental unit or an
agency or Instrumentaltty thereof) if the right is not
acqUired In a transactIOn lor a senes of related transac
tlons) that Involves the acquisition of assets which con
stitute a trade or bUSiness or a substantial portion oi a
trade or buslm~ss,

If a depreciation deduction is allowed with respect to a
right to receive tangible property or services that is not a
section 197 int.angible, the amount of the deduction is to
be determined in accordance with regulatlons to be
promulgated by the Treasury Department. It is antlCI
pated that the regulations may provide that in the case
oi an amortizable right to receive tangible property or
services in substantially equal amounts over a fixed
perIod that is not renewable. the cost of acquiring the
right wIll be taken into account ratablv over such fixed
perIod It IS also anticipated that the· regulations may
provide that in the case of a rIght to receive a iixed
amount oi tangible property or services over an unspeci·
fied penod. th,~ cost of acquiring such right will be taken
mto account under a method that allows a deduction

137 For example. a data base would not include a
dictlonary feat ure used to spell-check a word processing
program

1J~ See ,-lsso«:iated Patentees. Inc. ~ I.C 979 11~5 I;
and Rev Rul. 67·136. 1967-1 CB 58

'la,ed on the amount of tangible pTlJpen\ "r 'tr\:Cl's
-"("I\('U dUrIn~ a taxahle year compared II) tn" '"t:l,
imount uf tan~ible property or services tu be reCtl\tJ

For example, assume that a taxpayer acquires (rom
another person a favorable contract right of such person
liJ receive a speCified amount of raw materIals each
month for the next three years I which IS the remammg
IfI.' of the contract) and that the right to receive such
-aw materials is not acquired as part of the acquisition
uf assets that constitute a trade or busmess or a substan
tial portlOn thereof (i.e" such contract nght is not a
seCtIon 197 intangible), It is anticipated that the tax
payer may be required to amortize the cost of acqulrln~

the contract rIght ratably over the three-year remaining
life oi the contract. Alternatively, if the favorable con·
tract right is to receive a specified amount oi raw mater
Ials dUrIng an unspecified period. it is antiClpated that
the taxpayer may be required to amortize the cost uf
acquinng the contract right by multiplying such cost bv
a fractIOn, the numerator of which is the amount of ra~
materIals received under the contract dUrIng any tauble
year and the denominator of which is the total amount of
raw matenals to be received under the contract.

It is also anticipated that the regulations may requITe
a taxpayer under appropriate circumstances to amortize
the cost of acquiring a renewable nght to receive tangi
ble property or services over a period that includes all
renewal options exercisable by the ta:tepayer at less than
lair market value,

Certain interests in patents or copyrights,-The term
section 197 intangible" does not include any mterest m

a patent or copyright which IS not acquired In a transac
110n (or a senes of related transactions) that involves the
acqUisition of assets which constitute a trade or busmess 
')1' a substantial portion of a trade or business,

If a depreciatlon deduction is allowed With respect to
an interest in a patent or copyright and the Interest IS
not a section 197 intangible. then the amount of ,he
deductlOn IS to be determined in accordance with re~ula·

lions to be promulgated by the Treasury Department It
,; expected that the regulations may provide that if the
purchase price of a patent is payable on an annual basIS
as a fixed percentage of the revenue derived from the use
ui the patent. then the amount of the depreCiation de
duction allowed for any taxable year with respect to the
patent equals the amount of the royalty paid or incurred
jUrIng such year,l38

Ineerests under leases of tangible propercy-The term
section 197 intangible" does not include any mterest as

1 lessor or lessee under an existing lease of tangible
property (whether real or personal)1J9 The cost of ac
quiring an interest as a lessor under a lease of tangible
property where the interest as lessor is acqUired m con·
nectlon with the acquisition of the tangible property is to
De taken Into account as part of the cost of the tangible
property For example, if a taxpayer acquires a shoppIng
center that Is'leased to tenants operating retail stores.
the portion lif any) of the purchase price of the shoppmg
center that is attributable to the iavorable attnbutes oi
the leases is to be taken Into account as a p'art oi the
baSIS of the shopping center and is to be taken mto
account m determining the depreciation deduction al
lowed with respect to the shopping center,

The cost of acquiring an interest as a lessee under an
e:telsting lease of tangible property is to be taken mto
account under present law (see section 178 of the Code

IJ'I The bill provides that a sublease is to be treated m
the same manner as a lease of the underlymg propertv
Thus. the. t-erm "section 197 intangible" does not include
lny tnterest as a sublessor or sublessee of tangible prop·

~

_J
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and Treas. Reg. sec. 1.162·11(a» rather than under the
provisions of the bill. 1'0 In the case of any interest as a
lessee under a lease of tangible property that IS acqUIred
wIth any other Intangible property (either in the same
transaction or senes of related transactions), however,
the portion of the total purchase price that is allocable to
the Interest as a lessee is not to exceed the excess of (1 )
the present value of the fair market value rent for the
use ,)f the tangible property for the term of the lease, P'
over (2) the present value of the rent reasonably ex·
pected to be paid for the use of the tangible property for
the r.erm of the lease.

Interests under indebtedness.-The term "seCllon 197
intangible" does not include any interest (whether as a
creditor or debtor) under any indebtedness that was In
eXIStence on the date that the interest was acqulred.I~2

Thus, for example, the value of assuming an eXlstmg
indebtedness with a below-market interest rate is to be
taken into account under present law rather than under
the bill. In addition, the premium paid for acquinng the
right to receive an above-market rate of interest under a
debt instrument may be taken into account under sec
tion 171 of the Code, which generally allows the amount
of the premium to be amortized on a yield·to-maturity
basis over the remaining term of the debt instrument.
This exception for interests under existing indebtedness
does not apply to the deposit base and other SImilar
items of a financial institution.

Professional sports franchises.-The term "section 197
intangible" does not include a franchise to engace in
professional baseball. basketball. football. or other pro
fessional sport. and any item acquired in connection with
such a franchise. Consequently, the COSt of acquiring a
professional sports franchise and related assets (Includ·
ing any goodwill. going concern value, or other section
197 intangibles) is to be allocated among the assets
acquired as provided under present law (see, for exam
ple. section 1056 of the Code) and is to be taken Into
account under the provisions of present law

Certain tranSliction cQSts.-The term "section 197 in·
tangible" does not include the amount of any fees for
professional services, and any transa" .-'1 costs, Incurred
by parties to a transaction with respect to which any
portion of the gain or loss is not recOlnized under part
III of subchapter C. .This provision addresses a concern
that some taxpayers might attempt to contend that the
14·year amortization provided by the provision applies
to any such amounts that may be required to be capital
ized under present law but that do not relate to any
asset with a readily identifiable useful life. H3 The excep
tion is provided solely to clarify that section 197 is not to
be construed to provide 14-year amortization for any
such amounts. No inference is intended that such
aJ1lClWlU would (but for this provision) be properly char·
acteriaed as amounts eligible for such 14-year amortiza·
taa. nor is any inference intended that any amounts not
specified in this provision should be so characterized. In

J~ The lease of a gate at an airport for the purpoee of
loading and unloading pauengers and cargo is a lease of
tangible property for this purpose. It is anticipated that
such treatment will serve as guidance to the Internal
Revenue Service and taxpayers in resolving eXisting dis
putes.

HI In no event is the present value of the fair market
value rent for the use of the tangible property for the
term of the lease to exceed the fair market value of the
tangible property as of the date of acquisition. The
present value of such rent is presumed to be less than the
value of the tangible property if the duration of the lease
is less than the economic useful life of the property

I~l For purposes of this exception. the term "interest
IJnder any existing indebtedness" is to include mortgage
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addition. no inference IS Intended regardlng the proper
treatment of professional fees or transactlon costs In
other circumstances under present law

Regulatory authority regarding rights of fixed term or
duration.-The bill authorizes the Treasury Department
to Issue regulations that exclude a right received under a
contract, or granted by a governmental unit or an
agency or instrumentality thereof, from the definitIOn oi
a section 197 intangible if (1) the right is not acqUIred In

a transaction (or a senes of related transactlons) that
involves the acquisition of assets which constllute a
trade or business (or a substantial portion thereof) and
(2) the right either (A) has a fixed duratIOn of less than
14 vears or (B) is fixed as to amount 1+1 and the cost IS

proPerly recoverable (without regard to thIS provIsion)
under a method similar to the unit of production method

Generally, it is anticipated that the mere fact that a
taxpayer will have the opportunity to renew a contract
or other right on the same terms as are avaIlable to
others. in a competitive auction or similar process that 15

designed to reflect fair market value and In which the
taxpayer is not contractually advantaged, WIll not be
taken into account in determining the duration of such
right or whether it is for a fixed amount. However, the
fact that competitive bidding occurs at the time of
renewal and that there are or may be modifications in
price (or in terms or requirements relating to the right
that increase the cost to the bidder) shall not be WIthin
the scope of the preceding sentence unless the bidding
also actually produces a fair market value price compa
rable to the price that would obtain if the rights were
purchased immediately after renewal from a person
(other than the person granting the renewal) in an arm's
length transaction. Furthermore. it is expected that, as
under present law, the Treasury Department will take
into account all the facts and circumstances, includzng
any facts indicating an actual practlce of renewals or
expectancy of renewals.

For example, assume Company A enters into a license
with Company B to use certain know-how developed by
B. In addition. assume that the license is for five years.
that the license cannot be renewed by A except on terms
that are fully available to A's competitors and that the
price paid by A will reflect the arm's length price that a
third party would pay A for the license immediately
after renewal. Finally, assume that the license does not
constitute a substantial portion of a trade or bUSiness
and is not entered into as part of a transaction (or series
of related transactions) that constitute the acqUisition of
a trade or business or substantial portion thereof. It IS

anticipated that in these circumstances the regulatlons
will provide that the license is not a section 197 intangl·
ble because it is of fixed duration.

The regulations may also prescribe rules governmg the
extent to which renewal options and similar Items will be
taken into account for the purpose of determining

servicing rights to the extent that the rights are stTlpped
coupons under section 1286 of the Code. See Rev RuL
91-46.1991-34 I.R.B. 5 (August 26,1991).

I~J See, e,g, INDOPCO. Inc. v. Commissioner, 112
S,Ct. 1039 (1992).

IoU For example. an emisaion allowance granted a pub·
lie utility under Title IV of the Clean Air Act Amend·
ments of 1990 is a right that is limited in amount Within
the meaniltl of this provision. because each allowance
grants a riJht to a fixed amount of emissions. It IS

expected that the Treasury Department Will prOVide
guidance regarding the interaction of section 461 with
these provisions. No inference is intended that would
require the Treasury Department to disturb the result In
Rev, Proc. 92.91.1992-46 I.R.B. 32.

CocM §197(1) 1f 12,450
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whether nl!hts ,lre il.~ed In duration or amount It IS also
anllclpated that 'iuch regulallons may prescribe the ap
propnate method of amOrllZlnl! the capitalized costs of
m!:hts which are excluded bv such regulallons from the
JefinltiOn of a seCtIon 197 intangible.

E~ceplion For cerealn self-creaced intangibles.-The
bill '(enerally does not apply to any section 197 intangi
ble that IS crea.ted by the taxpayer if the section 197
intangible is not created in connection with a transaction
!Or a serIes of related transactionSl that involves the
acqulsllion of assets which constitute a trade or business
or a substantial portion thereof

For purposes of this exceptiOn. a section 197 intangible
that IS owned by a taxpayer IS to be conSidered created
by the taxpayer If the intangible IS produced for the
taxpayer by another person under a contract wllh the
I axpayer that is entered Into prior to the production of
the intangible. For example. a technological process or
other know-how that is developed specifically for a tax
payer under an arrangement with another person pursu
ant to which the taxpayer retains all rights to the process
or know-how is to be considered created by the taxpayer.

The excepllon for "self-created" in! lngibles does not
apply to the entering Into lor renew~ .jf) a contract for
the use of a sec lion 197 intangible. ,hus. for example,
the e.~cepllon does not apply to the capitalized costs
Incurred by a licensee In connection with the entering
into lor renewal of) a contract for the use of know-how or
other section 197 intangible. These capitalized costs are
to be amortlzed over the I'+-year period specified 10 the
btl!.

In addition. the exception for "self-created" in·
tangibles does not apply to: 1.1) any license. permit. or
other rIght that IS granted by a governmental unit or an
agency or instrumentality thereof. (2) any covenant not
[0 compete lor other slmtiar arrangementl entered into
:n conneClion with the direct or Indirect acquisition of an
Interest In a trade or bUSIness lor a substanllal portion
thereof); and d) anv franchise, trademark, or trade
name Thus. for example. the capitalized costs Incurred
In conneClion With the development or registrallon of a
trademark or trade name are to be amorllzed over the
H-year perIod speCified In the btl!.

SpeCial rules.-

Determinacion of adjusled basis.-The adjusted basis
of a section 197 intangible that is acquired from another
person generally is to be determined under the principles
of present law that apply to tangible property that is
acqUIred from another person. Thus, for example, if a
portion of the cost of acquiring an amortizable sf{;tion
197 intangible is contingent, the adjusted basis of the
,ectiOn 197 intanlible is to be increased as of the begin.
mng of the month that the contingent amount is paid or
Incurred. This additional amount is to be amortized
ratably over the remaining months in the 1.+-year amor·
lizatlon period that applies to the intangible as of the

I" For this purpose, the abandonment of a section 197
lOtangible or any other event that renders a section 197
intangible worthless is to be considered a disposition of a
section 197 intangible.

14/, Tht', -pecial rules do not apply to a section 197
lOtanglbt· at IS separately acquired (i.e.. a section 197
intangib" at is acquired other than in a transaction or
a series 'lated transadlons that involve the acquisi
tion of Ol-.cr senion 197 Intangibles). Consequently, a
loss may be recognized upon the disposition ui a sepa
rately acquired section 197 intangible In no event. how·
ever. IS the termination or worthlessness of a portion of a
section 197 Intangible to be considered the disposition of
a separately acquired section 197 intangible For exam-

bel!JnOln~ of the month that the contln~ent amoun [ i'

paid or Incurred

Treacmenc of certain dJsposuions uf dmortlzable ,teo
c.un J97 mcanglbles.-Special rules apply If a taxpayer
disposes of a section 197 intangible that was acqUired to
a cransaction or series of related transactions and. aiter
the disposition, I~' the taxpayer retams other section 197
tOtangibles that were acquired in such transaction or
senes of related transactions.l~ First, no loss IS to be
recognized by reason of such a dispoSition. Second. the
adjusted bases of the retained sectIOn 197 intangibles
that were acquired in connection with such transaction
or series of related transactions are to be increased bv
the amount of any loss that is not recogmzed The
adjusted basis of any such retained section 197 intan~l

ble is Increased by the product of (I) the amount of the
loss that is not recognized solely by reason of thiS provI
sIOn. lnd (2) a fraction, the numerator of whIch IS the
au basis of the intangible as of the date of the
d: n and the denominator of which is the total
au 'ases of all such retained sec' 'on 197 to-
tar_ ., of the date of the disposition.

hoses of these rules, all persons ~ rea ted as a
single lyer under section ~1(0(1) of t~t Code are
treat, ~ single taxpayer. Thus, for example, a loss IS
not tv -.. recognized by a corporation upon the disposi
tion of a section 197 intangible if after the disposition a
member of the same controlled group as the corporation
retains other section 197 intangibles that were acquired
In the same transaction \or a series of related transac·
tions I as the section 197 intangible that was disposed of.
It IS anticipated that the Treasury Department will
provide rules for taking into account the amount of any
loss that IS not recognized due to this rule (for example.
by allowmg the corporation that disposed of the section
197 intangible to amortize the loss over the remalnln~

portion of the 14.year amortization period).

Trealment of cereain nonrecognition cransaetions.-Ii
any section 197 intangible is acqUired In a transaction to
which section 332. 351. 361, 721. 731. 1031. or 1033 of
the Code applies (or any transaction betwt'e~ members
of the same affiliated gr jUring any taxa' ~ year :-or
whIch a consolidated rt'[ 'iled). P7 the losferee IS
to be treated as the tra : for purposes u! applyIng
thiS prOVIsion with resp" .~e amount of tr:e adjusted

'basls of the transferee tr cs not exceed the :ldjusted
baSIS of the transferor.

For example, assume that an individual owns an amor·
tizable section 197 intangible that has been amortlzed
under section 197 for 4 full years and has a remalnLng
unamortized basis of $300,000. In addition, assume that
the individual exchanges the asset and $100.000 for a
like-kind amortizable section 197 intangible in a transac·
tion to which section 1031 applies_ l'nder the bill.
$300.000 of the basis of the acquired amortizable section
197 intangible is to be amortized over the 10 years
remaining in the original 14-year amortization period for
the transferred asset and the other $100.000 of basis IS to

pie. the termination of one or more customers from an
acquired customer list or the worthlessness of some lOfor
mation from an acquired data base IS not to be consid
ered the disposition of a separatel:- lcquired section 197
lOtanglble.

P7 The ter- 'auon of a part lp under sec::un
7C8(bl( 1)(8) 'e Code is a tra' ,'In to whld' IS
rule applies. .ch a case, the r ~plies only' :e
extent that .Jjusted basis 01' section 19; in·
tangibles befur~ the termination exceeds the adjusled
baSIS of the section 197 intangibles after the termlnatlUn
(See the e:tample below in the discussion of "Treatment
of certain partnership transactions.")

)
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be amortized over the 14-year period specified In the
bill. 1-l8

Treatment of certain partnership transactions--{ien
erally, consistent with the rules desCrIbed above for cer
tain nonrecognitIon transactions, a transaction In whIch
a taxpayer acquIres an interest in an intangIble held
through a partnership (either before or after the transac
':Ion I will be treated as an acquisition to which the bill
ilpphes only If, and to the extent that, the acquirIng
taxpayer obtains. as a result of the transaction, an In·
creased basis for such intangible. 149

For example, assume that A, Band C each contrIbute
$700 for equal shares in partnership P, which on January
1, 1994. acquires as its sole asset an amortizable section
197 intangible for $2,100. Assume that on January 1,
1998. (1) the sole asset of P is the intangible acquired in
1994. (2) the intangible has an unamortized basis of
$1,500 and A, B, and C each have a basis of $500 In their
partnershIp interests, and (3) D (who is not related to A,
8. or C) acquires A's interest in P for $800, Under the
bill, If there is no section 754 election in effect for 1998,
there will be no change in the basis or amortization of
the mtangible and D will merely step into the shoes of A
With respect to the intangible, D's share of the basis in
the intangible will be $500, which will be amortized over
the 10 years remaining in the amortization penod for the
intangIble.

On the other hand, if a section 754 election IS In effect
for 1998, then D will be treated as having an $800 basis
for its share of P's intangible, Under section 197, D's
share of income and loss will be determined as if Pawns
two intangible assets, D will be treated as having a basis
of $500 in one asset, which will continue to be amortized
over the 10 remaining years of the original 14·year life.
With respect to the other asset, D wilI be treated as
having a basis of $300 (the amount of step-up obtained
by D under section 743 as a result of the section 754
election) which will be amortized over a 14·year period
starting With January of 1998. 8 and C wilt each con·
tinue to share equally in a $l,CXJO basis in the intangible
and amortize that amount over the remaining 10-year
life. .

As an additional example, assume the same facts as
described above, except that D acquires both A's and 8's
interests in P for $1,600, Under section 7CS, the transac
tion is treated as if P is liquidated immediately after the
transfer, with C and D each receiving their pro rata
share of P's assets which they then immediately contrib
ute to a new partnership. The distributions in liquidation
are loverned by section 731. Under the bill, C's interest
in the intansible will be treated as having a $500 basis,
with a remainins amortiution period of 10 years. D will
be treated as having an interest in two assets: one with a
balis of $1,000 and a remaining amortiution period of
10 years, and the other with a basis of $600 and a new
amortization period of 14 years.

As discussed more fully below, the blll also changes the
treatment of payments made in liquidation of the inter·
est of a deceased or retired partner in exchange for
goodwill. Except in the case of payments made on the
retirement or death of a general partner of a partnership
for which capital is not a material income·producing

1-l8 No inference is intended whether any asset treated
as a section 197 intangible under the bill IS eligIble for
like kind exchange treatment.

1~9 This discussion is subject to the application of the
anti-churning rules which are discussed below. .

1.'0 An assumption reinsurance transaction is an ar·
rangement whereby one insurance company (the rein·
surer) becomes solely liable to policyholders on contracts
transferred by another insurance company qhe ceding

944 CCH-8tandard Federal Tax Repona

factor, such payments will not be treated as a dlScnbu.
tion of partnership Income. Under the Dill. howe, er, Ii
the partnershIp makes an election under section ;'3-+.
section 734 will generally prOVIde the partnership the
benefit of a stepped-up basis for the retiring or deceased
partner's share of partnership goodwill and an amortlza.
tion deductlon for the increase In bam under section
197

For example, usmg the facts from the preceding exam·
pies. assume that on January 1. 1998, A retires irom the
partnership in exchange for a payment from the partner·
ship of $800, all of which IS in exchange for A's Interest
in the intangible asset owned by P Under the bill. Ii
there is a section 754 eleetlon in eifect for 1998. P wll! be
treated as having two amortizable sectlon 197 In·
tangibles: one with a basis of $1.500 and a remaining Ilie
of 10 years, and the other With a basis of $300 and a ne"
life of 14 years.

Treatment of certain reinsurance cransacclons,-The
bill applies to any insurance contract that is acqUired
from another person through an assumptlon reinsurance
transaction (but not through an indemmty rems'urance
transaction). 150 The amount taken into account as the
adjusted basis of such a section 197 intangible, however,
is to equal the excess of (1) the amount paid or incurred
by the acquirer(reinsurer under the assumption reinsur
ance transaction, mover (2) the amount of the speCIfied
policy acquisition expenses (as determined under sectIOn
848 of the Code) that is attributable to premiums re
ceived under the assumption reinsurance transaction.
The amount of the specified policy acquisition expenses
of an insurance company that is attributa'6le to premi
ums received under an assumption reinsurance transac
tion is to be amortized over the period specliied In
section 848 of the Code.

Treatment of amortizable section 197 lncangibEe as
depreciable property.-For purposes of chapter 1 of the
Internal Revenue Code, an amortizable section 197 in

tangible is to be treated as property of a character which
is subject to the allowance for depreciation prOVided in
section 167. Thus, for example. an amortizable sewon
197 intangible is not a capital asset for purposes oi
section 1221 of the Code, but an amortizable section 197
intanlible held for more than one year generally quali·
fies as property used in a trade or business for purposes
of section 1231 of the Code. As further examples. an
amortizable section 197 intangible is to conSlllute sec
tion 1245 property, and section 1239 of the Code IS to
apply to any gain recognized upon the sale or exchange
of an amortiuble section 197 intangible, directly or
indirectly, between related persons.

Treatmt!nl of ct!rtain amounts chat are properly taken
into account in determining che cose of property chal IS

nOf a s«tion 197 inlanlible.-The bill does not apply to
any amount that is properly taken mto account under
present law in determining the cost of property [hat is
not a section 197 intangible. Thus, for example. no por
tion of the COSt of acquirin; real property that IS held for
the production of rental income (for example, an office
buildinl, apartment building or shopping centerl is to be
talten into account under the bill (Le., no goodwill. gOing
concern value or any other section 197 intangible IS to

company). In addition, for purposes of the bill. an as
sumption reinsurance transaction is to Include any ac
quisition of an insurance contract that is treated as
occurring by reason of an election under section 338 of
the Code.

1.'1 The amount paid or mcurred by the acqUlrer/
reinsurer under an assumption reinsurance transaction IS

to be determined under the prinCiples of present la~

<See Tren Rei. sec. 1.817-4id)(Zl.)
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arise lr 1neCllon wIth the acqulsillon of such real
proper! ,nstead, the entire cost of acqUlrin~ such real
propem ,to be mcluded m the baSIS of the real prop
ertv ana IS to bE~ recovered under the prinCIples of
present law applicable to such property.

,UodlficallOn of purchase pnce allocation and report
Ing rules for certain asset acquisitions.-SectlOns
338(b)(S} and 1C~O of the Code authorize the Treasury
Department to promulgate regulations that provide for
the allocation of purchase price among assets In the case
of certam asset acquIsitIOns. Under regulations that have
been promulgated pursuant to this authonty, the
purchase price of an acquired trade or business must be
allocated among the assets of the trade or business using
the "residual method."

Under the residual method specified in the Treasury
regulations, all assets of an acquired trade or business
are diVided mto the followmg four classes: (1) Class I
assets, which generally include cash and cash
equivalents; (2) Class II assets, which generally include
cerllficates of deposit, U.s. government securities, read
i1v marketable stock or securities, and foreign currency;
(j) Class III assets, which generally include all assets
other than those included in Class I, II, or IV (generally
all furniture, fixtures, land, buildings, equipment, other
tangible property, accounts receivable, covenants not to
compete, and othe·r amortizable mtangible assets); and
(~) Class IV assets. which include intangible assets In the
nature of goodWIll or going concern value. The purchase
price of an acquired trade or business las first reduced
bv the amount of the assets included In Class I) is
ailocated to the assets mcluded in Class II and Class III
based on the value of the assets included in each class
To the extent that the purchase pnce (as reduced by the
amount of the assets in Class I) exceeds the value of the
assets mcluded m Class II and Class III. the excess IS
allocable to assets Included in Class IV

It is expected that the present Treasury regulations
which provide for the allocation of purchase price in the
case of certain asset acquisitions will be amended to
reflect the [act that the bill allows an amortization
deductIOn with respect to Intangible assets in the na:'t:re
of goodWIll and going concern value. It is anticipated
that the reSidual method specified in the regulations WIll
be modified to treat all amortizable seCllon 197 in·
tangibles as Class IV assets and that this modificatIon
will apply to any acqUISItion of property to which the bill
applies.

Section 1060 alSQ authonzes the Treasury Department
to require the transferor and transferee in certain asset
acquiSitions to furnish information to the Treasury De
partment concermng the amount of any purchase price
that is allocable to goodwill or going concern value. The
bill provides that the information furnished to the Trea
,ury Department with respect to certain asset acquisi·
tIons is to specify the amount of purchase price that is
allocable to amortizable section 197 intangibles rather
than the amount of purchase price that is allocable to
goodwill or going concern value. In addition, it is antici
pated that the Treasury Department will exercise its
existing regulatory authority to require taxpayers to
furnish such additional information as may be necessary
or appropriate to carry out the provisions of the bill,
including the amount of purchase price that is allocable
t,· ntangible assets that are not amortizable section 197

:1glbles. ISZ

.eneral regulatory authority.-The Treasury Depart
~lent is authorized to prescribe such regulations as may
be appropriate t'J carry out the purposes of the bill

1'2 There is no Intention to codify any aspect of the
existing regulations under secllon 1060 or other provi·
sions. Furthermore. It is expected that the Treasury

IncludIng such regulatIOns as may be appropriate to
prevent Cl\'oldance of the purposes of the bill throufl:h
related persons or otherWise. It is anticIpated that the
Treasurv Department Will exercise ItS regulatory author·
Ity where appropriate to clarify the types of intangible
property that constitute section 197 intangIbles.

Study -The Treasury Department IS directed to con
duct a continuing study of the implementation and ef
fects of the bill, including effects on merger and
acquiSition activities (including hostile takeovers and
leveraged buyouts). It is expected that the study will
address effects of the legislation on the pricing of acqUlsi·
tions and on the reported values of different types of
intangibles (including goodwill). The Treasury Depart·
ment IS to report the initial results of such study as
expeditiously as possible and no later than December 31.
1994 The Treasury Department is to provide additional
reports annually thereafter.

Report regarding backJOf of pending cases.-The pur
pose of the provision is to simplify the law regarding the
amortization of intangibles. The severe backlog of cases
in audit and litigation is a matter of great concern, and
any principles established in such cases will no longer
have precedential value due to the provision. Therefore,
the Internal Revenue Service is urged in the strongest
possible terms to expedite the settlement of cases under
present law. In considering settlements and establishing
procedures for handling existing controversies In an expe·
dient and balanced manner. the Internal Revenue Ser·
vice IS strongly encouraged to take Into account the
principles of the bill so as to produce consistent results
jor Similarly situated taxpayers. However. no inference is
intended that any deduction should be allowed in these
cases for assets that are not amortizable under present
law

The Treasury Department is required to report annu
ally to the House Ways and Means Committee and the
Senate Finance Committee, regarding the volume of
pending disputes in audit and litigation involVIng the
amortization of intangibles and the progress made in
resolvinfl: such disputes. It " pxpected that the report
will also ,ddress the eHee i the prOVISIOn on the
volume nature of displ "fl:arding the amortiza·
tion of .!ibles. The first ~eport is to be made no
la~r th ecember 31. 19'-'

Effec:.·. e Date.-The pr ,,_,n generally applies to
property acquired after the c..«e of enactment of the bdl
:\'s more fully described below, however. a taxpayer may
elect to apply the bill to all property acqUIred after July
25. 1991. In addition, a taxpayer that does not make this
election may elect to apply present law (rather than the
provisions of the bill) to property that is acquired after
the date of enactment of the bill pursuant to a binding
written contract in effect on the date of enactment of the
bill and at all times thereafter until the property is
acqUIred. Finally. special "anti-churning" rules may ap
ply to prevent taxpayers from converting existing good
will, going concern value, or any other sectIon 197
Intangible for which a depreciation or amortization de·
duction would not have been allowable under present law
into amortizable property to which the bill applies.

EJection to apply bill co property acquired afcer July
25, J991.-A taxpayer may elect to apply the bill to all
property acquired by the taxpayer after July 25,1991. If
a taxpayer makes this election, the bill also applies to all
property acquired after July 25, 1991, by any taxpayer
that is under common control with the electing taxpayer
(Within the meaning of subparagraphs (A) and (8) of
section 41(f)(1)) of the Code) at any time during the

Department will review the operation of the regulations
under sections 1060 and 338 in light of new seCtIon 197

1f 12,450 Code § 197(1) ~1993. Commerce Clearing House. Inc.
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period that began on November 22. 1991. and that ends
on the date that the election IS made. I'J

The election IS to be made at such time and 10 such
manner as may be speCified by the Treasury Depart·
ment, 154 and the election may be revoked only wIth lhe
consent of the Treasury Department

Elective binding contract exceptlon-A taxpayer
may also elect to apply present law (rather than the
provisions of the bill) to property that is acquired aiter
the date of enactment of the bill if the property is
acqUired pursuant to a binding written contract that
was in effect on the date of enactment of the bill and at
all times thereafter until the property is acquired. This
election may not be made by any taxpayer that is
subject to either of the elections described above that
apply the provisions of the bill to property acquired
before the date of enactment of the bill.

The election IS to be made at such time and 10 such
manner as may be specified by the Treasury Depart.
ment, 155 and the election may be revoked only with the
consent of the Treasury Department.

Anti-churning ruJes.-Special rules are provided by
the bill to prevent taxpayers from converting existing
goodwill, going concern value, or any other section 197
intangible for which a depreciation or amortization de·
duction would not have been allowable under present law
into amortizable property to which the bill applies

Under these "anti-churning" rules, goodwill, going
concern value, or any other section 197 intangible for
which a depreciation or amortization deduction would
not be allowable but for the provisions of the bill 156 may
not be amortized as an amortizable section 197 intangi
ble if: (1) the section 197 intangible is acquired by a
taxpayer after the date of enactment of the bill; and (2)
either (a) the taxpayer or a related person held or used
tlte intangible at any time during the period that begins
on July 25, 1991, and that ends on the date of enactment
of the bill; (b) the taxpayer acquired the intangible from
a person that held such intangible at any time during the
period that begins on July 25, 1991. and that ends on the
date of enactment of the bill and, as part of the transac·
tion, the user of the intangible does not change; or (c) the
taxpayer grants the right to use the intangible to a
person (or a person related to such person) that held or
used the intangible at any time during the period that
begins on July 25, 1991, and that ends on the date of

m However, with certain exceptions, an amortizauon
deduction is not to be allowed under the bill for goodwill.
gGiRl concern value, or any other section 197 mtangible
for which a depreciation or amortization deduction
would DOl be allowable but for the provisions of the bill
if: (I) the section 197 intangible is acquired after July
25, 1991; and (2) either (a) the taxpayer or a related
per-. held or UMd the intangible on July 25, 1991; (b)
the tupeyer acquired the intangible from a person that
held such intangible on July 25, 1991, and, as part of the
transaction, the user of the intangible does not change;
or (c) the taxpayer grants the right to use the Intangible
to a person (or a person related to such person) that held
or used the intangible on July 25, 1991. See below for a
more detailed description of these "anti-churning" rules.

134 It is anticipated that the Treasury Department
will require the election to be made on the timely filed
Federal income tall: return of the taxpayer for the taxable
year that includes the data of enactment of the bill.

ISS It is anticipated that the Treasury Department
will require the election to be made on the timely filed .
Federal income tax return of the taxpayer for the taxable
year that includes the data of enactment of the bill.

156 Amounts that are properly deductible pursuant tl1
section 1253 under present law are to be treated for

944 CCH-Standard Federal Tax Reporu

enactment of the bill. The anti·churning rules. however.
do not apply to the acqUisition of any intangible bv a
taxpayer if the basis of the intangible in the hands of 'the
taxpayer is determined under section 10 I~ a) I relat10g
to property acquired from a decedent).

For purposes of the anti.churnmg rules, a person 15

related to another person if: (I) the person bears a
relationship to that person which would be specified in
section 267(b)( 1) or 707(bl( 1) of the Code if those sec·
tions were amended by substituting 20 percent for 30
percent; or (2) the persons are engaged in trades or
businesses under common control (Within the meamng of
subparagraphs (A) and (B) of sectlon ~1(f)( 1) of the
Code). A person is treated as related to another person if
such relationship exists immediately before or Immedi·
ately after the acquisition of the intangible involved.

In addition. in determining whether the anti.churning
rules apply with respect to any increase 10 the baSIS of
partnership property under section 732, 734, or 743 of
the Code. the determinations are to be made at the
partner level and each partner IS to be treated as having
owned or used the partner's proportionate share of the
partnership property. Thus, for example, the anti·churn·
ing rules do not apply to any increase in the basis of
partnership property that occurs upon the acquisition of
an interest in a partnership that has made a section 754
election if the person acquiring the partnership interest
is not related to the person selling the partnership inter·
est. IS?

These "anti-churning" rules are not to apply to any
section 197 intangible that is acquired from a person
with lest than a 5~percent relationship to tht--acquirer
to the extent that: (1) the seller recognizes gain on the
transaction with respect to such intangible; and (2) the
seller agrees, notwithstanding any other provision of the
Code, to pay a tax on such gain which, when added to
any other Federal income tax imposed on such gain,
equals the product of such gain and the highest rate of
tax imposed by section 1 or 11 of the Code, whichever is
applicable, The seller is treated as satisfying the second
requirement if the excess of (1) the total tax liability for
the year of the transaction over (2) what its tax liability
for such year would have been had the sale of the
intangible (but not the remainder of the transaction)
been excluded from the computation equals or exceeds
the product of the gain on that asset times the relevant
maximum rate.

purposes of the anti-churning provision as amounts for
which depreciation or amortization IS allowable under
present law.

m In addition to these rules, it IS antiCipated that
rules similar to the anti-churning rules under section ]68
of the Code will apply in determining whether persons
are related. (See Prop. Treas. Reg. 1.168-4 (February 16,
1984).) For example, it is anticipated that a corporation,
partnership, or trust that owned or used property at any
time during the period that begins on July 25, 1991, and
that ends on the date of enactment of the bill and that is
no longer in existence will be considered to be in exis
tence for purposes of determining whether the taxpayer
that acquired the property is related to such corporation.
partnership, or trust.

As a further example, it is anticipated that in the case
of a transaction to which section 338 of the Code applies,
the corporation that is treated as selling its assets Will

not to be considered related to the corporation that IS

treated as purchasing the assets If at least 80 percent of
the stock of the corporation that is treated as selling ItS
assets is acquired by purchase after July 25. 1991

Code §191(1) ~ 12,450
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T"e bill also contains a general antl·abuse rule that
app!" to any ,ection 197 intangible that I, acquired hy
a taxpayer from another person. Cnder thiS rule. a
section 197 Intangible may not be amortized under the
provlswns of the bill If the taxpayer acquired the Intan·
glble in a transaction one of the prinCipal purposes of
which is to ( I \ aVOId the requirement that the intangible
be acqUired aiter the date of enactment of the bill or 12)
aVOId any of the antl·churnmg rules described above that
are apphcable to ~oodwlli. going concern value. or any
other seCllon 197 intangible ior which a depreClation or
amortization deduction would not be allowable but for
the prol,'\slons of the bill

Finally, the speCial rules descnbed above that apply m
the case of transactIOns described in section 332. 351.
361.721. 731. 1031. or 1033 of the Code also apply for
purposes of the effective date. Consequently. if the trans·
feror of any section 197 property is not allowed an
amortization deduction with respect to such property
under this prOVISion. then the transferee IS not allowed
an amortization deduction under this prOVISion to the
extent 'Ii the adjusted baSIS of the transferee that does
not exceed the adiusted baSIS of the transfer r .r In addi
tion. thl:; provlSlon is to apply to any subsec nt trans
iers of any such property in a transaction :ribed m
section 332. 351. 361. 721. 731. 1031. or 1033 -HOUle
Committee Report.

Conference :\greement-The conference agreement
follows the House blll. deleting the statutory require·
ments of reports from the Treasury Department and
with the followmg additIOnal modifications:

Period of amoreization.-The straight line amortiza·
tion perIOd for an amortizable section 197 intangible IS
15 years rather than 14 years.

Treasury regulatory authority regarding rights of
fixed duration or amount.-As a conforming amendment
to the change In amortization period. under the confer·
ence agreement the Treasury regulatory authority reo
garding rights of fixed duration or amount applies to
nghts that have a fixed duratIon of less tha~~: 5 years
(rather than 14 years I.

Purchased mortgage sert'lcing rights.-The conference
agree~ent follows the Senate bill in excluding purchased
mOftllJl\e servicing rights (not acquired in connection
with the acquisition of a trade or bUSiness or substantIal
portIon thereof) from the definition of a section 197
intangible. Any depreciation deduction allowable with
respect to such excluded nghts must be computed on a
straight line baSIS over a period of 9 years (lOB
months) IJ

Technical correction regarding losses on co~'enants not
to compete.-The conference agreement contains a tech
nical correction conforming the statute to both the House
and Senate committee reports regarding the amortiza·
tion of covenants not to compete. The correction pro
vides that a covenant not to compete (or other
arrangement to the extent such arrangement has sub·
stantially the same effect as a covenant not to compete)

13 Consistent with both the House and Senate bills.
purchased mortgage servicing righh .• not depreciable
to the extent that the rights are str' j coupons under
section 1286 of the Code To the ~ 'hat the nghts
are strlpped coupons under senior" of the Code.
thev will not be amortized on a st,,~ ,ne basis over
loS months. See Rev RuL 91-46. 199i _ . S, 358

J' For example. assume the followinl\ facts, Corpora·
tlOn P is the parent of an affiliated group filing a
consolidated return that Includes subsidiary S. The P
group files its consolidated return on the basis of the
calendar year S acquires certain IOtangible assets on
August 1. 1991. The stock of S 15 sold to corporation X on

shall not be conSidered to ha\'e heen dlsp, ,I ill' to
han hecome ',\,orthless until the dispositIOn Irthless·
ness of all Interests In the trade or buslne" '" .. :i,tanua!
portIOn thereof that was directlv or Indirect:, acqUired
10 connectIOn With such co\enant lor other arrange·
ment)

Thus. for example. In the case of an Indirect acqulsl·
lion of a trade or bUSiness leg, through the acquIsItion
of stock that is not treated as an asset acqUl:iltiOn I, it IS

clarlfled that a covenant not to compete, or other ar·
,angement) entered IOto In connectIOn',\, Ith the Indirect
acqUisitIOn cannot be written off faster than on a
stralght.line baSiS over 15 years le\'en If the covenant or
other arrangement expIres or otherWise becomes worth·
less) unless all the trades or bUSinesses Indlrectlv ac·
qUlred (eg.. acqUired through such stock Interest') are
also disposed of or become worthless.

.\fodification of related party rule for purposes oi the
]ul.v 25. 1991 electlon,-The conference agreement mod·
Ifies the rules regarding the effect of an electIon on
certain related parties, in order to reflect the passage of
time slOce the election was onglOally proposed I, H Res.
292, IOtroduced November 22. 1991)

The conference agreement provides that an election by
a taxpayer affects all property acqUired by that tax,
payer since July 25. 1991. and also affects all property
acquired since that date by parties that are related to
the taxpayer at any time between ,'\ugust 2. 1993 (rather
than November 22. 1991) and the date of the election.

Consistent with the operatIon of the consolidated !'f'

turn rules. for this purpose it IS IOtended that any
property acqUIred after July 25. 1991 by an entity that
IS a member of an affiliated group filing a consolIdated
return at the tIme of such acquisitIon is treated as
property acquired by the taxpayer group filing such
return for purposes of any eleCtlon by that tHpayer
group.

'\n election by an affiliated group filing a consolidated
return would not force an electIon to be mal:e bv an
acquirer of a former group member, even If suc~ l~irer
""ould normally continue the treatment of SU, :1rmer
group member's assets (e.g.. an acquirer 10 a tr. ·action
:,hat does not altect the inside basis of the asset, ,)f the
tormer group member). Simtlarly. a failure by the iormer
group to make an electlon would not affect the abilitv of
:he former group member. or a new acqUirer thai IS
related to such member on the date of the electIOn. to
make an election that would affect the post-July 25.
1991 intangible asset acquisitions of that former group
member (Including such intangible asset acquisitIOns
made while it was a member of the former group) J'

The conferees expect that the Treasury Department
Will provide rules regarding appropnate adjustments. If
any, to be made where property acqUIred after July 25.
1991 has been transferred from one related party group
to another in a transaction that would not Involve a
change in asset basis and one or both groups Indepen·

December 31, 1992. in a transaction in which 5's ad·
justed basis In its assets is not changed. Corporation X IS
also the parent of an affiliated group filing a consoli·
dated return that now includes S. S remains In the X
group. Under the conference agreement. If the X group
makes the July 25. 1991 election, such electIOn does not
reqUire the P group also to make the eleCtIon. If the P
group makes the July 25. 1991 election, the election wtll
affect the amortization deductions allowed on the P
group's 1991 and 1992 consolidated returns with respect
to the assets aCQUired by S on August 1. 1991 Such
election dfles not require the X group also to make the
election.

1
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• Temporary Replations
[, 12,451) § 1.197-1T. Certain electioDi for intancible property (tempo

rary).--(a) In general. This section provides rules for making the two elections under
section 13261 of the Omnibus Budget Reconciliation Act of 1993 (OBRA '93). Para
graph (c) of this section provides rules for making the section 13261(g)(2) election (the
retroactive election) to apply the intangibles provisions of OBRA '93 to property
acquired after July 25, 1991, and on or before August 10, 1993 (the date of enactment
of OBRA '93). Paragraph (d) of this section provides rules for making the section
13261(g)(3) election (binding contract election) to apply prior law to property acquired
pursuant to a written binding contract in effect on August 10, 1993, and at"all times
thereafter before the date of acquisition. The provisions of this section apply only to
property for which an election is made under paragraph (c) or (d) of this section.

(b) Definitions and special rules--{l) Intangibles provisions of OBRA '93. The
intangibles provisions of OBRA '93 are sections 167(0 and 197 of the Internal Revenue
Code (Code) and all other pertinent provisions of section 13261 of OBRA '93 (e.g., the
amendment of section 1253 in the case of a franchise, trademark, or trade name).

(2) Transition period property. The transition periOd property of a taxpayer
is any property that was acqu~r-erl by the taxpayer after July 25, 1991, and on or before
August 10, 1993.

(3) Eligible section 197 intangibles. The eligible section 197 intangibles of a
taxpayer are any section 197 intangibles that-

(i) Are transition period property; and
(ii) Qualify as amortizable section 197 intangibles (within the meaning

of section 197(c» if an election under section 13261(g)(2) of OBRA '93 applies.
(4) EJection date. The election date is the date (determined after application

of section 7502(a» on which the taxpayer files the original or amended return to which
the election statement described in paragraph (e) of this section is attached.

(5) Election year. The election year is the taxable year of the taxpayer that
includes August 10, 1993.

r

r
:
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dently make a July lS, 1991 election that would affect
the amortization or such property. 3S

Reports ,.rdjlJl bactJor of pendinl uses And imple
menution and effects of the bill.-The conferees reiter
ate the intended purpole or the provision, as StAted in
bod! the House and Senate reports, to simplify the law
reprdine the amortization or intAnlibles. The severe
becldCll of cues in audit and litigation is a matter or
pat concern to the conferees; and any principles estA~
lished in such cues will no longer have precedential
value due to the provision contained in the conference
agreement. Therefore, the conferees urge the Internal
Revenue Service in the stronpst poIIible terms to expe
dite the settlement of cases under present law. In consid
erinl settlements and establishing procedures for
handlinl existinl controversies in an expedited and bal
anced manner, the conferees stl'Olllly encourqe the In
ternal Revenue Service to take into account the
principles or the bill so as to produce consistent results
for similarly situated taxpayers. However, no inference is
intended that any deduction should be allowed in these
cues for ..u that are not amortizable under present
law.

3S For elWDpIe, such rules would apply if a c:orpontion
that is a member 01 an affiliated poup filial a CQMlti
dated mum ICqWns property after July 25, 1991 ud
then, bel.. AUIUIt 2, 1993 becomes a member 01 &D
other poup in a transaction that does not affect the
buiI oIlhat c:orpontion's UMU. In such • cue, the first

944 CCH-8tandard PedInl Tax Reports

The conferees intend that the Treasury Department
report annually to the House Ways and Means Commit.
tee and the Senate Finance Committee regarding the
volume of pendinl disputes in audit and litigation Ift
vo/vine the amortization of intAngibles and the progress
made in resolvinl disputes. It is intended that the report
also address the effects of the provision on the volume
and nature or disputes reprdi"l the amortization of
intAncibles. It is intended that the first such report shall
be made no later than December 31.1994.

The conferees also intend that the Treasury Depart
ment conduct a continuing study of the implementation
and effects of the bill. includinl effects on merger and
acquisition activities (includinl hostile takeovers and
leverlled buyouts). It is expected that the study WIll
address effects of the legislation on the pncing of acqUISi
tions and on the reported values of different types of
intAnlibles (including goodwill). It IS intended that the
Treasury Department wtll report the inlllal results of
such study IS expeditiously as possible and no later than
December 31. 1994. The Treasury Department IS ex·
pected to provide additional reports annually thereaf
ter.-Coafennc:: Committee Repon.

IMUP could make the electiClft for periods when the
corporation wu included in that group's consolidated
retum. Ia additiClft, the teeand IfOUP could make the
e~ becaUie the corporation wu related to the sec
ond poup on AUlUlt l, 1993.

RII. §1.197-1T(b)f5) , 12,451



...... - ..

27,347-2 AMORTIZATION OF GOODWILL- § 197 [112,450] 12 3·17·94

(6) Common control. A taxpayer is under common control with the electing
taxpayer if, at any time after August 2, 1993, and on or before the election date (as
defined in paragraph (b)(4) of this section), the two taxpayers would be treated as a
single taxpayer under section 41(f)(1 )(A) or (B).

(7) Applicable convention for sections 197 and 167(f) intangibles. For pur
poses of computing the depreciation or amortization deduction allowable with respect
to transition period property described in section 167(f)(l) or (3) or with respect to
eligible section 197 intangibles-

(i) Property acquired at any time during the month is treated as
acquired as of the first day of the month and is eligible for depreciation or amortization
during the month; and

(ii) Property is not eligible for depreciation or amortization in the month
of disposition.

(8) Application to adjustment to basis of partnership property under section
734(b) or 743(b). Any increase in the basis of partnership property under section
734(b) (relating to the optional adjustment to basis of undistributed partnership
property) or section 743(b) (relating to the optional adjustment to the basis of
partnership property) will be taken into account under this section by a partner as if ..
the increased portion of the basis were attributable to the partner's acquisition of the
underlying partnership property on the date the distribution or transfer occurs. For
example, if a section 754 election is in effect and, as a result of its acquisition of a
partnership interest, a taxpayer obtains an increased basis in an intangible held
through the partnership, the increased portion of the basis in the intangible will be
treated as an intangible asset newly acquired by that taxpayer on the date of the
transaction.

(9) Former member. A former member of a consolidated group is a corpora
tion that was a member of the consolidated group at any time after July 25, 1991, and
on or before August 2, 1993, but that is not under common control with the common
parent of the group for purposes of paragraph (c)(1)(ii) of this section.

(c) Retroactive election--(l) Effect of election--(i) On taxpayer. Except as
provided in paragraph (c)(1)(v) of this section, if a taxpayer makes the retroactive
election, the intangibles provisions of OBRA '93 will apply to all the taxpayer's
transition period t}roperty. Thus, for example, section 197 will apply to all the
taxpayer's eligible section 197 intangibles.

(ii) On taxpayers under common control. If a taxpayer makes the
retroactive election, the election applies to each taxpayer that is under common control
with the electing taxpayer. If the retroactive election applies to a taxpayer under
common control, the intangibles provisions of OHRA '93 apply to that taxpayer's
transition period property in the same manner as if that taxpayer had itself made the
retroactive election. However, a retroactive election that applies to a non-electing
taxpayer under common control is not treated as an election by that taxpayer for
purJ*eS of re-applying the rule of this paragraph (c)(1)(ii) to any other taxpayer.

(iii) On former members of consolidated group. A retroactive election by
the common parent of a consolidated group applies to transition ~riod property
acquired by a former member while it was a member of the consolidated group and
continues to apply to that property in each subsequent consolidated or separate return
year of the former member.

(iv) On transferred assets-(A) In general. If property is transferred in a
transaction described in paragraph (c)(I)(iv)(C) of this section and the intangibles
provisions of OHRA '93 applied to such property in the hands of the transferor, the
property remains subject to the intangibles provisions of OHRA '93 with respect to so
much of its adjusted basis in the hands of the transferee as does not exceed its adjusted

(
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basis in the hands of the transferor. The transferee is not required to apply the
intangibles provisions of OBRA '93 to any other transition period property that it owns,
however, unless such provisions are otherwise applicable under the rules of this
paragraph (c)(1).

(B) Transferee ejection. If property is transferred in a transaction
described in paragraph (c)(1 )(iv)(C)(1 ) of this section and the transferee makes the
retroactive election, the transferor is not required to apply the intangibles provisions of
OBRA '93 to any of its transition period property (including the property transferred
to the transferee in the transaction described in paragraph (c)(1 )(iv)(C)(1 ) of this
section), unless such provisions are otherwise applicable under the rules of this para
graph (c)(l).

(C) Transactions covered. This paragraph (c)(1 )(iv) applies to-

(1 ) Any transaction described in section 332, 351, 361, 721,
731, 1031, or 1033; and

(2) Any transaction between corporations that are members of
the same consolidated group immediately after the transaction.

(0) Exchanged basis property. In the case of a transactil nvolvo

ing exchanged basis property (e.g., a transaction subject to section 1031 or 103~ -

(1 ) Paragraph (c)(l)(iv)(A) of this section shall not apply; and

(2) If the intangibles provisions of OBRA '93 applied to the
property by reference to which the exchanged basis is determined (the predecessor
property), the exchanged basis property becomes subject to the intangibles provisions
of OBRA '93 with respect to so much of its basis as does not exceed the predecessor
property's basis.

(E) Acquisition date. For purposes of paragraph (b)(t) of this
section (definition of transition period property), property (other than exchanged basis
property) acquired in a transaction described in paragraph (c)(1)(iv)(C)(l) of this
section generally is treated as acquired when the transferor acquired (or was treated as
acquiring) the property (or predecessor property). However, if the adjusted basis of the
property in the hands of the transferee exceeds the adjusted basis of the property in the
hands of the transferor~ the property, with respect to that excess basis, is treated as
acquired at the time of the transfer. The time at which exchanged basis property is
considered acquired is determined by applying similar principles to the transferee's
acquisition of predecessor property.

(v) Special rule for property of former member of consolidated group
--{A) Intangibles provisions iuppJicable for certain periods. If a former member of a
consolidated group makes a retroactive election pursuant to paragraph (c)(l)(i) of this
section or if an election applies to the former member under the common control rule of
paragraph (c)(l)(ii) of this section, the intangibles provisions of OBRA '93 generally
apply to all transition period property of the former member. The intangibles provi
sions of OHRA '93 do not apply, however, to the transition period property of a former
member (including a former member that makes or is bound by a retroactive election)
during the period beginning immediately after July 25, 1991, and ending immediately
before the earlier of-

(1 ) The first day after July 25, 1991, that the former member
was not a member of a consolidated group; or

(2) The first day after July 25, 1991, that the former member
was a member of a consolidated group that is otherwise required to apply the
intangibles provisions of OHRA '93 to its transition period property (e.g., because the
common control election under paragraph (c)(l)(ii) of this section applies to the group).

944 CCH-8taDdard Feden! Tu Rapona R... ll.197·1T(c)(1)(,)(A)(~'12,451



(B) Su~uent adjustments. See paragraph (c)(S) of this section for
adjustments when the intangibles provisions of OBRA '93 first apply to the transition
period property of the former member after the property is acquired.

(2) Making the election---{i) Partnerships,S corporations, estates, and trusts
Except as provided in paragraph (c)(2)(ii) of this section. in the case of transition
period property of a partnership. S corporation. estate, or trust, only the entity may
make the retroactive election for purposes of paragraph (c)(1 )(i) of this section.

(ii) Partnerships for which a s«tion 754 eJection is in effect. In the case
of increased basis that is treated as transition period property of a partner under
paragraph (b)(8) of this section, only that partner may make the retroactive election
for purposes of paragraph (c)(l)(i) of this section.

I (iii) Consolidated groups. An election by the common parent of a consoli·
~ dated group applies to members and former members as described in paragraphs

(c)(1)(ii) and (iii) of this section. Further, for purposes of paragraph (c)(l)(ii) of thIs
. section, an election by the common parent is not treated as an election by any

subsidiary member. A retroactive election cannot be made by a corporation that is a
subsidiary member of a consolidated group on August 10, 1993, but an election can be
made on behalf of the subsidiary member under paragraph (c)(l)(ii) of this seetlon
(e.g., by the common parent of the group). See paragraph (c)(1 )(iii) of this section for

. rules concerning the effect of the common parent's election on transition period
property of a former member.

(3) Time and manner of eJectio&-(i) Time. In general, the retroactive
election must be made by the due date (including extensions of time) of the electing
taxpayer's Federal income tax return for the election year. If, however, the taxpayer's
original Feder.1 income tax return for the election year is filed before IINSERT THE
DATE THAT IS 30 DAYS AFTER PUBLICATION OF THESE REGULATIONS IN
THE FEDERAL REGISTER I. the election may be made by amending that ret-urn no 1
later than [INSERT THE DATE THAT IS ISO DAYS AFTER PUBLICATION OF
THESE REGULATIONS IN THE FEDERAL REGISTER I·

(ii) Manner. The retroactive election is made by attaching the election
statement described in paragraph (e) of this section to the taxpayer's original or
amended income tax return for the election year. In addition, the taxpayer must-

(A) Amend any previously filed return when required to do so under
paragraph (cX4) of this section; and

(B) Satisfy the notification requirements of paragraph (c)(6) of this

,
l
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section.

(iii) Effect of nonconformilJl eJections. An attempted election that does
not satisfy the requirements of this paragraph (c)(3) (including an attempted election
made on a return for a taxable year prior to the election year) is not valid.

(4) Amended return requirementHi) Requirements. A taxpayer subject to
this parasraph (c)(4) must amend all previously filed income tax returns as necessary
to conform the taxpayer's treatment of transition period property to the treatment
required under the intangibtes provisions of OBRA '93. See paragraph (c)(S) of this
section for certain adjustments that may be required on the amended returns required
under this paragraph (c)(4) in the case of certain consolidated group member dispoSI
tions and tax·free transactions.

(ii) Applicability. This paragraph (c)(4) applies to a taxpayer if

(A) The taxpayer makes the retroactive election; or

(B) Another penon's retroactive election applies to the taxpayer or
to any property acquired by the taxpayer.

'12,451 RII. §1.197-1T(cX1X'XB) Ct994, Commerce Cleanne House. Inc



(5) Adjustment required with respect to certain consolidated group member
dispositions and tax-free transaction,g-.-.{i) Application. This paragraph (c)(S) applies to
transition period property if the intangibles provisions of OBRA '93 first apply to the
property while it is held by the taxpayer but do not apply to the property for some
period (the "interim period") after the property is acquired (or considered acquired) by
the taxpayer. For example, this paragraph (c)(5) may apply to transition period
property held by a former member of a consolidated group if a retroactive election is
made by or on behalf of the former member but is not made by the consolidated group.
See paragraph (c)(l)(v) of this section.

(ii) Required adjustment to income. If this paragraph (c)(S) applies. an
adjustment must be taken into account in computing taxable income of the taxpayer
for the taxable year in which the intangibles provisions of OBRA '93 first apply to the
property. The amount of the adjustment is equal to the difference for the transition
period property between-

(A) The sum of the depreciation, amortization, or other cost recov
ery deductions that the taxpayer (and its predecessors) would have been permitted if
the intangibles provisions of OBRA '93 applied to the property during the interim
period; and

(B) The sum of the depreciation, amortization, or other cost recov
ery deductions that the taxpayer (and its predecessors) claimed during that interim
period.

(iii) Required adjustment to basis. The taxpayer also must make a
corresponding adjustment to the basis of its transition period property to reflect any
adjustment to taxable income with respect to the property under this paragraph (c)(5).

(6) Notification requirements--(i) Notification of commonly controlled tax
payers. A taxpayer that makes the retroactive election must provide writ~n notifica
tion of the retroactive election (on or before the election date) to each taxpayer that is
under common control with the electing taxpayer.

(ii) Notification of cemin former members, former consolidated groups,
and transferees. This paragraph (c)(6)(ii) applies to a common parent of a consolidated
group that makes or is notified of a retroactive election that applies to transition period
property of a former ~ember, a corporation that makes or is notified of a retroactive
election that affects any consolidated group of which the corporation is a former
member.. or a taxpayer that makes or is notified of a retroactive election that applies to
transition period property the taxpayer transfers in a transaction described in para·
graph (c)(l)(iv)(C) of this section. Such common parent, former member, or transferor
must provide written notification of the retroactive election to any affected former
member, consolidated group, or transferee. The written notification must be provided
on or before the election date in the case of an election by the common parent, former
member, or transferor, and within 30 days of the election date in the case of an election
by a penon other than the common parent, fonner member, or transferor.

(7) Revocation. Once made, the retroactive election may be revoked only witt
the consent of the Commissioner

(8) Examples. The following examples illustrate the application of thi
paragraph (c).

Example 1. (i) X is a partnership with 5 equal partners, A through E. )
acquires in l~, as its sole asset, intangible asset M. X has a section 754 election iJ
effect for all relevant years. F, an unrelated individual, purchases A's entire interest i'
the X partnership in January 1993 for $700. At the time of Fs purchase, X's insid
basis for Mis $2,000, and its fair market value is $3,500.

(ii) Under section 743(h), X makes an adjustment to increase F's basis i
asset M by $300, the difference between the allocated purchase price and M's insid

944 CCH-Standard Pederal Tax Reports RII. fl.197·1T(c)(8) , 12,45:
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basis ($700 - $400 = $300). Under paragraphs (b)(8) and (c)(2)(ii) of this section, if F
makes the retroactive election, the section 743(b) basis increase of $300 in M is an
amortizable section 197 intangible even though asset M is not an amortizable section
197 intangible in the hands of X. F's increase in the basis of asset M is amortizable over
15 years beginning with the month of F 's acquisition of the partnership interest. With
respect to the remaining $400 of basis, F is treated as stepping into A's shoes and
continues A's amortization (if any) in asset M. F's retroactive election applies to all
other intangibles acquired by For a taxpayer under common control with F.

Example 2. A, a calendar year taxpayer, is under common control with B, a
June 30 fiscal year taxpayer. A files its original election year Federal income tax return
on March 15, 1994, and does not make either the retroactive election or the binding
contract election. B files its election year tax return on September 15, 1994, and makes
the retroactive election. B is required by paragraph (c)(6)(i) of this section to notify A
of its election. Even though A had already filed its election year return, A is bound by
B's retroactive election under the common control rules. Additionally, if A had made a
binding contract election, it would have been negated by B's retroactive election.
Because of B's retroactive election, A must comply with the requirements of this
paragr,aph (c), and file amende'; returns for the election year and any affected prior
years as necessary to conform the treatment of transition period property to the
treatment required under the intangibles provisions of OBRA '93.

Example 3. (i) P and Y, calendar year taxpayers, are the common parents of
unrelated calendar year consolidated groups. On August 15, 1991, 5, a subsidiary
member of the P group, acquires a section 197 intangible with an unadjusted basis of
$180. Under prior law, no amortization or depreciation was allowed with respect to the
acquired intangible. On November 1, 1992, a member of the Y group acquires the 5
stock in a taxable transaction. On the P group's 1993 consolidated return, P makes the..
retroactive election. The P group also files amended returns for its affected prior years.
Y does not make the retroactive election for the Y group.

(ii) Under paragraph (c)(1)(iii) of this section, a retroactive election by the
common parent of a consolidated group applies to all transition period property
acquired by a former member while it was a member of the group. The section 197
intangible acquired by 5 is transition period property that 5, a former member of the P
group, acquired while a member of the P group. Thus, P's election applies to the
acquired asset. P must notify 5 of the election pursuant to paragraph (c)(6)(ii) of this
section.

(
I

-

(iii) 5 amortizes the unadjusted basis of its eligible section 197 intangible
($180) over the IS-year amortization period using the applicable convention beginning
as of the first day of the month of acquisition (August 1, 1991). Thus, the P group
amends its 1991 consolidated tax return to take into account $5 of amortization
($180/15 years x 5;12 year - $5) for S.

(iv) For 1992, 5 is entitled to $12 of amortization ($180/15). Assume that
under § 1.1502-76, $10 of 5's amortization for 1992 is allocated to the P group's
consolidated return and $2 is allocated to the Y group's return. The P group amends its
1992 consolidated tax return to reflect the $10 deduction for 5. The Y group must
amend its 1992 return to reflect the $2 deduction for 5.

Example 4. (i) The facts are the same as in Example 3, except that the
retroactive election is made for the Y group, not for the P group.

(ii) The Y group amends its 1992 consolidated return to claim a section 197
deduction of $2 ($180/15 years x 2/12 year - $2) for 5.

(iii) Under paragraph (c)(1)(ii) of this section, the retroactive election by Y
applies to all transition period property acquired by 5. However, under paragraph
(c)(1)(v)(A) of this section, the intangibles provisions of OBRA '93 do not apply to Ss

, 12,451 RII. §1.197-1T(c)(l) Cl9M, Commerce Clearinl Houle. Inc.
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transition period property during the period '. 'en it held such property as a membt: of
P group. Instead, these provisions become ap.. iicable to Ss transition period property
beginning on November 1, 1992, when Sbecomes a member of Ygroup.

(iv) Because the P group did not make the retroactive election, there is an
interim period during which the intangibles provisions of OBRA '93 do not apply to the
asset acquired by S. Thus, under paragraph (c)(5) of this section, the Y group must
take into account in computing taxable income in 1992 an adjustment equal to the
difference between the section 197 deduction that would have been permitted if the
intangibles provisions of OBRA '93 applied to the property for the interim period (i.e.,
the period for which S was included in the P group's 1991 and 1m consolidated
returns) and any amortization or depreciation deductions claimed by S for the trans
ferred intangible for that period. The retroactive election does not affect the P group,
and the P group is not required to amend its returns.

Example 5. The facts are th· lme as in Example J, except that both P and Y
make the retroactive election. P mu otify 5 of its election pursuant to paragr .'lh
(c)(6)(ii) of this section. Further, bote P and Y groups must file amended ret
for affected prior years. Because ther· 10 period of time during which the intangl
provisions of OBRA '93 do not ap~ ~o the asset acquired by S, the Y groul
permitted no adjustment under paragr j ,h (c)(5) of this section for the asset.

(d) Binding contract election--d) General rult-{i) Effect of election. If a
taxpayer acquires property pursuant to a written binding contract in effect on August
10, 1993, and at all times thereafter before the acquisition (an eligible acquisition) and
makes the binding contract election with respect to the contract, the law in effect prior
to the enactment of ORRA '93 will apply to all property acquired pursuant to the
contract. A separate binding contract election must be made with respect. to each
eligible acquisition to which the law in effect prior to the enactment of ORRA '93 is to
apply.

with
>0) a

.morti-
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(ii) Taxpayers subject to retroactive election. A taxpayer may not make
the binding contract election if the taxpayer or a person under common control with
the taxpayer makes the retroactive election under paragraph (c) of this section.

(iii) Revocation. A binding contract election, once made, may be revoked
only with the consent of the Commissioner.

(2) Time and manr"r of election--(i) Time. In general, the binding contr.:l
election must be made by tb~ due date (including extensions of time) of the electin-s
taxpayer's Federal income tax return for the election year. If, however, the taxpayer's
original Federal income tax return for the election year is filed before (INSERT THE
DATE THAT IS 30 DAYS AFTER PUBLICATION OF THESE REGULATIONS IN
THE FEDERAL REGISTER], the election may be made by amending that return no
later than (INSERT THE DATE THAT IS 180 DA YS AFTER PUBLICATION OF
THESE REGULATIONS IN THE FEDERAL REGISTER).

(ii) MAnner. The bindil18 contract election is made by attaching the
election statement described in paragraph (e) of this section to the taxpayer's original
or amended income tax return for the election year.

(iii) Effect of nonconforminl election. An attempted election that does
not satisfy the requirements of this paragraph (d)(2) is not valid.

(e) Ejection statement--(l) Filing requj~ments. For an election under paragraph
(c) or (d) of this section to be valid, the electing taxpayer must:

(i) File (with its Federal income tax return for the election year
any affected amended returns required under paragraph (c)(4) of this 'it"

written election statement, as an attachment to Form 4562 (Depreciation an~
zation), that satisfies the requirements'of paragraph (e)(2) of this section; and

RII. §1.197-1T(.X1XI) , 12,451
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(ii) Forward a copy of the election statement to the Statistics Branch
(QAM:S:6111), IRS Ogden Service Center, ATIN: Chief, Statistics Branch, P.O. Box
9941, Ogden, UT 84409.

(2) Content of the eJection statement. The written election statement must
include the information in paragraphs (e)(2)(i) through (vi) and (ix) of this section in
the case of a retroactive election, and the information in paragraphs (e)(2)(i) and (vii)
through (ix) of this section in the case of a binding contract election. The required
information should be arranged and identified in accordance with the following order
and numbering system-

0) The name, address and taxpayer identification number (TIN) of the
electing taxpayer (and the common parent if a consolidated return is filed).

(ii) A statement that the taxpayer is making the retroactive election.

(iii) Identification of the transition period property affected by the
retrQactive election, the name and TIN of the person from which the property was
acquired. the manner and date of acquisition, the basis at which the property was
acquired, and the amount of depreciation, amortization, or other cost recovery under
section 167 or any other provision of the Code claimed with respect to the property.

(iv) Identification of each taxpayer under common control (as defined in
paragraph (b)(6) of this section) with the electing taxpayer by name. TIN, and
Int.ernal Revenue Service Center where the taxpayer's income tax return is filed.

(v) If any persons are reEluired to be notified of the retroactive election
under paragraph (c)(6) of this section, identification of such persons and certification
that written notification of the election has been provided to such persons.

(vi) A statement that the transition period property being amort!zed
under section 197 is not subject to the anti-churning rules of section 197(0(9). -

(vii) A statement that the taxpayer is making the binding contract
election.

(viii) Identification of the property affected by the binding contract
election, the name and TIN of the person from which the property was acquired, the
manner and date of acquisiSion, the basis at which the property was acquired, and
whether any of the property is subject to depreciation under section 167 or to
amortization or other cost recovery under any other provision of the Code.

(ix) The signature of the taxpayer or an individual authorized to sign the
taxpayer's Federal income tax return.

(0 Effective date. These regulations are effective March 1S. 1994. [Temporary
Reg. § 1.197-1T.1

.01 Hi8torica1 CcwnIMftt: Adopted 3/10/94 by T.D. 8528.

[, 12,4-"] Amortization Deduction for Intangibles

•• CCH Eqlanatiou.. --,

.01 In leneral.-The treatment of the costs attributable to the acquisi
tion of intangible assets has been a source of considerable controversy be
tween taxpayers and the IRS. Under prior law, an acquired intangible asset
could be depreciated if held for use in a trade or business or for the production
of income and if the taxpayer could demonstrate with reasonable accuracy
that the intangible had a limited useful life. Goodwill was not depreciable
(Reg. § 1.167(a)..3). In order to eliminate the controversy surrounding the
treatment of goodwill and certain other intangibles, Code Sec. 197 was added
by P.L. 103~ to provide a single method and period for recovering the cost

f
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of most acquired intangibles (House Committee Report for P.L. 103-66,
Revenue Reconciliation Act of 1993).

Taxpayers may deduct the ratably amortized capital costs of specified
intangible assets referred to as "section 197 intangibles" over a 1S-year
period beginning in the month of acquisition (Code Sec. 197(a». The IS-year
amortization period applies regardless of the actual useful life of an amortiza
ble section 197 intangible. No other depreciation or amortization deduction
may be claimed on a section 197 intangible that is amortizable under this
provision (Code Sec. 197(b». However, section 197 intangibles are treated as
depreciable property (Code Sec. 197(f)(7».

Cenerally, section 197 intangibles are eligible for the amortization
deduction if acquired after August 10, 1993, and held in connection with a
trade or business or in an activity engaged in for the production of income
(Code Sec. 197(c)(1». (See .07 below for a discussion of the election to apply
these rules to property acquired after July 25, 1991.) A section 197 intangible
created by the taxpayer is not eligible for the amortization deduction, with.
certain limited exceptions, if the intangible is not created in connection with
a transaction, or a series of related transactions, involving the acquisition of
assets constituting a trade or business or a substantial portion of a trade or
business (Code Sec. 197(c)(2».

Amortizable basis. The amortizable basis of a section 197 intangible is
its adjusted basis for purposes of determining gain (Code Sec. 197(a».
Generally, this is the amount of its cost (see f 29,685.01 for a discussion of the
basis rules). -

The House Committee Report indicates that section 197 intangibles
acquired pursuant to an asset acquisition to which Code Sec. 338 or 1())()
applies should be treated as Class IV assets. (See f 16,288.01 and 31,963.01
for a discussion of the rules relating to asset acquisitions.) Consequently, the
purchase price of section 197 intangibles so acquired will be the amount by
which the total purchase price (as reduced by the amount of Class I assets)
exceeds the value of assets included in Class II and Class III.

.02 Section 197 intancible defined.-The term "section 197 intangi-
ble" is defined to mean:

(1) goodwill;

(2) going-concern value;

(3) work force in place;

(4) an information base;

(5) any patent, copyright, formula, process, design, pattern, know-
how, format, or similar item;

(6) any customer-based intangible;

(7) any supplier-based intangible;

(8) any license, permit, or other right granted by a governmental
unit or agency;

(9) any covenant not to compete (or similar arrangement) entered
into in connection with the acquisition of a trade or business or a
substantial portion of a trade or .business; and

t44 CCH-8WM1ard Federal Tu Repona RII. t 1.197·11(1) , 12,455.02
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(10) any franchise, trademark, or tradename (Code Sec. 197(d)(l)) .

Goodwill and going-concern value. Goodwill is the value of a trade or
business that is attributable to the expectancy of continued customer pa·
tronage, whether due to the name or reputation of the trade or business or to
any other factor (House Committee Report for Revenue Reconciliation Act of
1993, P.L. 103-(6).

Generally, going-concern value is defined as the additional value that
attaches to property because it is an integral part of a going concern. It
includes the value attributable to the ability of a trade or business to
continue to operate and generate income without interruption in spite of a
change in ownership (House Committee Report for Revenue Reconciliation
Act of 1993, P.L. 103-(6).

Goodwill and going-concern value acquired prior to August 10, 1993, are
not amortizable.

Workforce in place. Workforce in place includes the composition of a
workforce (for example, its experience, education or training), as well as the
terms and conditions of employment and any other value placed on employ-

•
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ees or any of their attributes Thus, the portion of the purchase price of In
acquired business attrihutahle to the existence of a highly skilled workforce I::'

amortizable O\'er 15 years Similarly, the cost of acquiring existing employ
ment contracts or relationships with employees or consultants t including .:Inv
"key employee") as part of the acquisition of a trade or husiness is amO~t1l~'

ble owr 15 years (House Com ml ttee Report for Re\'en ue Reconcllia t ion .\n
of 1993. PL. 103-66)

Information base. ThIS category includes business books and records.
operating systems; customer lists; subscription lists; insurance expirations:
patient or client files; and lists of newspaper, magazine, radio or te[e\'iqon
advertisers. For example, the intangible value of technical manuals, training
manuals or programs, data files, and accounting or inventory control sy"tem-;
may be amortized as a section 197 intangible <House Committee Report lor
Revenue Reconciliation Act of 1993, PL. 103-66).

Know-how A patent, copyright, formula, process, design, pattern, know
how, format, or similar Item is a section 197 intangible Such property
generally includes package designs, computer software, and interests in films,
sound recordings, video tapes, books, or other similar property. Special rules.
described below at .04, apply to such property (House Committee Report for
Revenue Reconciliation :\ct of 1993, P.L. 103-66).

Customer-based intangibles A customer-based intangible refers to the
composition of a market, a market share, and any other value resultin~ from
the future provision of goods or services resulting from relationships (contrac
tual or otherwise) with customers in the ordinary course of business (Code
Sec. 197(d)(2)). The term "customer-based intangible" is specifically defined
to include the deposit base and any similar asset of a financial institution
(Code Sec. 197(d)(2)(B)) According to the House Committee Report, "simIlar
assets" include items such as checking accounts, savings accounts, and escrow
accounts.

,
I
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Typical examples of customer-based intangibles include the portion ot an
acquired trade or business -attributable to the existence of a customer base.
circulation base. undeveloped market or market growth, insurance in iorce,
mortgage servicing contracts, investment management contracts, or other
relationships with customers that involve the future provision of goods or
services (House Committee Report for Revenue Reconciliation Act of 1993,
PL. 103-(6).

Supplier-based intangibles. This term is defined as the value resulting
from the future acquisition of goods or services pursuant to relationships'
(contractual or otherwise) in the ordinary course of business with suppliers ot
goods or services to be used or sold by the taxpayer (Code Sec. 197(d)(3H. For
example, the portion of the purchase price of an acquired business attributa
ble to the existence of a favorable relationship with persons that provide
distribution services such as favorable shelf or display space at a retail outlet,
the existence of a favorable credit rating, or the existence of favorable supply
contracts are section 197 intangibles (House Committee Report for Revenue
Reconciliation Act of 1993, PL. 103-(6).

Governmental licenses, permits. etc. The amortization deduction applies
to the cost of acquiring a license, permit, or other right granted by a
governmental unit, agency, or instrumentality (Code Sec. 197(d)(1l(Oll The
issuance or renewal of a license, permit, and other right granted by the
government is treated as an acquisition. The fact that the term of a license or

944 CCH-8tandard Federal Tax Reports Code §197(1) ~ 12,455.02
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permit is indeiinite or renewable for an indefinite period does not aifect Its
~tatus as a section 197 intangible (House Committee Report for Re\'enue
Reconciliation Act of 1993, P ( 103-661

Examples of amortizable go\'ernmental licenses, permits, and rights
include liquor licenses, taxicab medallions. airport landing or takeoff rights,
re!2;ulated airline routes, and television or radio broadcasting licenses How
e\·er. a gO\'ernment-granted right in an Interest in land or an interest under a
lease of tangible property is not a section 197 intangible (House Committee
Report for Revenue Reconciliation .\ct oi 1993, PL. 103-66)

Covenants not to compete. A covenant not to compete which is entered
into in connection with the direct or indirect acquisition of an interest in a
trade or business or a substantial portion of a trade or business is amortizable
as a section 197 intangible Amounts paid or incurred for such a covenant are
chargeable to capital accounts and ratably amortized over 15 years. Amounts
paid under a covenant not to compete after the tax year in which the
CO\'enant is entered into are amortized ratably over the remaining amortiza
tion period applicable to the covenant (House Committee Report for Revenue
Reconciliation Act of 1993, PL. 103-66)

.\ taxpayer may acquire an interest in the trade or business of a
corporation or a partnership through the direct purchase of its assets or by
purchasing stock or partnership interests

.\n arrangement similar to a covenant not to compete is also a section
197 intangible. For example, excessive compensation or rental paid to a
iormer owner of a business for continuing to perform services or for the use of
property is considered an amount paid for a covenant not to compete if the
sen'ices or property benefits the trade or business (House Committee Report
for Revenue Reconciliation Act of 1993, PL 103-(6).

:\n amount paid under a covenant not to compete which actually
represents additional consideration for the acquisition of stock in a corpora
tion is not a section 197 intangible and must be added to the basis of the
acquired stock (House Committee Report for Revenue Reconciliation Act of
1993, PL. 103-66).

Franchises, trademarks, and tradenames. A franchise, trademark, or
tradename is a section 197 intangible. A franchise is defined as an agreement
which gives one of the parties to the agreement the right to distribute, sell, or
provide goods, services, or facilities within a specified area (Code Sec
197(d)(1)(F), (f)(4)(A); Code Sec. 1253(bl(1»

Under Code Sec. 1253(d)(1), a taxpayer may currently deduct certain
amounts paid or incurred on account of a transfer of such property that are
contingent on the productivity, use, or disposition of a franchise, trademark,
or tradename. All other amounts, whether fixed or contingent, that are paid
on account of the transfer of a trademark, tradename, or franchise are
chargeable to capital account and are ratably amortized over a IS-year
period. The renewal of a franchise, trademark, or tradename is treated as an
acquisition of the franchise, trademark, or tradename (Code Sec. 197(f)(4».

.03 Exclusion of self-created intangibles.-Generally, a section 197
intangible created by the taxpayer is not amortizable unless it is created in
connection with a transaction or series of related transactions that involves
the acquisition of assets constituting a trade or business or a substantial
portion of a trade or business (Code Sec 197(c)(2). According to the House

,.. ..
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Committee Report, a section 197 Intangible, such as a technologIcal proces:- !

or other know-how, is considered created by a taxpayer If it is produced ior
the taxpayer by another person under the terms of a contract entered into
with the taxpayer prior to the production of the intangible (House Committee
Report for Revenue Reconctliatwn Act of 1993, PL. 103-66)

The exclusion for self-created intangibles does not apply to

11) entering or renewin~l contract for use of a section 197 intangi·
ble;

(2) any license, permit, or other right that is granted by a go\'ern·
mental unit or agency;

(3) a covenant not to compete entered into in connection with the
direct or indirect acquisit of all or a substantial portion ot" t trade or
business; or

(4) any franchise, tre: lark, or tradename,

Thus, for example, the 15 . ear amortization period would a~ply to the
capitalized costs of registering or developing a trademark or tradename (Code
Sec. 197(c)(2), House Committee Report for Revenue Reconciliation Act of
1993. PL. 103-66).

.04 Other exclusions.-The iollowing intangible assets are specifically
excluded from the definition of a section 197 intangible:

11) interests in a corporation, partnership, trust, or estate;

(2) interests under certam financial contracts;

\3) interests in land;

(4) certain computer software;

(5) certain sep~rately acquired rights and interests;

(6) interests under existing leases of tangible property;

(7) interests under existing indebtedness;

(8) sports franchises;

(9) residential mortgage servicing contracts; and

(10) certain corporate transaction costs (Code Sec. 197(e».

Interests in a corporation, partnership, trust or estate. Thus, the cost of
acquiring stock, partnership interests, or interests in a trust or estate may not
be amortized regardless of whether such interests are regularly traded on an
established securities market (House Committee Report for Revenue Recon
ciliation Act of 1993, P.L. 103-(6)

Interests under certain financial contracts. Interest under existing fu
tures contracts, foreign currency contracts, notional principal contracts, or
other similar financial contract are not ction 197 intangibles (Code Sec.
197(e)(1)(B». An interest rate swap is J xcluded, according to the House
Committee Report.

An interest under a mortgage ser\ ; contract, credit card servicing
contract, or other contract to service indt .. t'dness that was issued by another
person, and any interest under an assumption reinsurance contract are not
excluded from the definition of the term "section 197 intangible" by reason of
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the iinancial contracts exception I Hou~e Committee Report for Re\'enue
Reconciliation .\ct 01 1993, P L 103-661

Special rules apply to certain mortgage servicing rights (see belowl and
assumption reinsurance rights I see 052 below)

[nterf:o.b In land. An Interest in land IS not a section 197 intangible
Intere~ts in land include fee interesh. life estates, remainders, easemenb.
mineral rights, timber rights, graZIng nghts, riparian rights, air ri15hts. zonIng
\ariances. and any other similar rights I House Committee Report for Re\'e
nue Reconciliation ,\ct of 1993, P L 11)3-66)

Computer :o.o[tware Computer soltware which is readily available ior
purchase by the general public, is subject to a nonexclusive license, and has
not been substantially modified IS not a section 197 intangible. Other com
puter software is conSIdered a section 197 intangible only if acquired in a
transaction or series of related transactions involving the acquisition of assets
constituting a trade or business or a substantial portion oi a trade or business
(Code Sec 197( e)(3 )L\))

Computer software is defined broadly to include any program designed
to cause a computer to perform a deSired function. However, a data base or
~imilar item is not considered computer software unless it is in the public
domain and is incidental to the operation of otherwise qualifying computer
software (Code Sec 197(e)(3HB» ,\dditionally, the House Committee Report
for Revenue Reconciliation Act of 1993, P.L. 103-66, provides that computer
soitware Includes any incidental and ancillary rights with respect to com
puter soitware that are necessary to efiect the legal acquisition oi the title to,
and the ownershIp ai, the computer software and are used only in connection
with the computer soitware.

See ~ 11,009015 for depreciation rules relat ing to computer soft ware

Certain interests or rights acquired separately. The following interests
and rights are excluded from treatment as section 197 intangibles if not
acquired in a transaction (or series oi related transactions) involving the
acquisition oi the assets constituting a trade or business or a substantial
port ion oi a trade or business

( 1) an interest (e .g., as a licensee) in a film, sound recording, video
tape, book, or similar property (including the right to broadcast or
transmit a live event);

(2) a right to receive tangible property or services under a contract
or a right to receive tangible property or services granted by a govern
mental unit, agency, or instrumentality;

(3) an interest in a patent or copyright; and

(4) to the extent provided in regulations, a right received under a
contract (or granted by a governmental unit, agency, or instrumental
ity) if the right has a fixed duration of less than IS years or is fixed in
amount and would be recoverable under present law under a method
similar to the unit-of-production method (Code Sec. 197(e)(4».

Interests under existing leases of tangible-property Interests in existing
leases for tangible personal property (either a~ lessor or lessee) are not treated
as section 197 intangibles.

)
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Interests under existing Indebtedness. Interests in an indebtedness that
is in existence on the date the interest is acquired, except for deposit items
and other similar items specified In Code Sec. 197(d)(2)(B), are not treated as
section 197 intangibles. For example, the value of assuming an existing
indebtedness with a below-market interest rate or the premium paid for
acquiring a debt interest with an above-market interest rate is not amortiza
ble under Code Sec. 197. Additionally, this exception includes mortgage
servicing rights, to the extent that such rights are stripped coupons within the
meaning of Code Sec. 1286 (House Committee Report for Revenue Reconcili
ation Act of 1993, P.L. 103-(6)

Sports franchises. A franchise to engage in professional football, basket
ball. baseball, or any other professional sport, as well as any item acquired in
connection with such a franchise, is not a section 197 intangible. Conse
quently, the cost of acquiring a professional sports franchise and related
assets should be allocated among the assets without regard to Code Sec. 197.

Alortgage servicing rights. The right to service indebtedness which is'
secured by residential property is not a section 197 intangible, unless it is
acquired in a transaction or series of related transactions involving the
acquisition of assets (other than mortgage servicing rights) of a trade or
business or a substantial portion of a trade or business.

Certain corporate transaction costs. Fees paid for professional services
and other transaction costs incurred in a corporate organization or reorgalU
zation in which gain or loss is not recognized are not amortizable as section
197 intangibles.

.os Dispositions of section 197 intangibles.-A taxpayer who dis
poses of an amortizable section 197 intangible that was acquired in a
transaction but retains other section 197 intangibles acquired in the same
transaction (or a series of related transactions) may not claim a loss deduction
as a result of the dispo~ition. Instead, the bases of the retained section 197
intangibles are increased by the amount of the unrecognized loss (Code Sec.
197(f)(1» ..According to the House Committee Report, abandonment of a
section 197 intangible and events that render such property worthless are
dispositions of such property.

The nonrecognition of loss rules do not apply to dispositions of separately
acquired section 197 intangibles (House Committee Report for Revenue
Reconciliation Act of 1993, P.L. 103-(6).

Upon a disposition, the adjusted basis of each retained section 197
intangible is increased by the product of (1) the amount of the loss that is not
recognized, and (2) a fraction, the numerator of which is the adjusted basis of
tile intangible on the date of disposition and the denominator of which is the
total adjusted bases of all the retained section 197 intangibles on the date of
disposition (House Committee Report for Revenue Reconciliation Act of
1993, P.L. 103-66).

Covenants not to compete. A taxpayer may not treat a covenant not to
compete as disposed of or worthless any earlier tbaD the disposition or
worthlessness of the entire interest in the trade or business (or substantial
portion thereof) with respect to which the covenant not to compete was
entered into.

ControJled groups. All members of the same group of controlled corpora
tions are treated as a single taxpayer with respect of the disposition of a
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